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BARRIERS TO A SYSTEM OF FEDERAL 
GRANTS-IN-AID 


SELMA J. MUSHKIN * 


‘Ee major proposals to improve fed- 

eral grants to the states have been 
advocated in recent years. The first is 
a proposal to block or consolidate spe- 
cific grants within a broad program area 
so that a single grant would be made. 
The second is to make grant procedures, 
plan requirements, and formulas more 
nearly uniform. 

This paper seeks to examine these pro- 
posals and to set forth the issues and 
problems which hinder their acceptance. 
Barriers to their adoption are in part 
those that face any proposal for change 
in established financial practices. How- 
ever, these proposals implicitly require 
difficult choices between conflicting ob- 
jectives. By clarifying the issues and 
choices the objectives sought through 
coordination may be sharpened and new 
recommendations may be developed 
which would be more consistent with 
the objectives—and with the taxpayers’ 
vote on the allocation of public funds. 


* The views expressed are the author’s own and do 
not necessarily reflect the position of the U. S. Public 
Health Service, the agency in which she is employed. 
The author is indebted to bers of the Inter- 
departmental Group on State-Local Finance for their 
comments on an earlier draft of the paper. 





I. BACKGROUND OF THE PROPOSALS 


While block grants have a long his- 
tory, the block grant proposals as cur- 
rently advanced emerged from the re- 
view of federal grants-in-aid by the 
Commission on Organization of the Ex- 
ecutive Branch of the Government (the 
first Hoover Commission). The term 
“block grant” was applied, not as earlier 
to an unconditional fiscal grant, but to 
a grant restricted to a broad program 
purpose. 


The Hoover Commission 


In its report to Congress in March 
1949, the first Hoover Commission set 
forth the assets and liabilities of fed- 
eral grants-in-aid. Among the liabilities 
were: a) the removal of discretionary 
power from state officials, b) the altera- 
tion and distortion of state budgetary 
policies, c) imbalances between programs 
nationally supported and those not so 
supported and, d) the retarding of state 
initiative in meeting public service re- 
sponsibilities.* 

1 Commission on Organization of the Executive 
Branch of the Government, Overseas Administration, 


Federal-State Relations, Federal Research. Report to 
Congress, March 1949, pp. 31-32. 
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To overcome these liabilities, at least 
in part, the Commission recommended 

that “the grants-in-aid plan and pro- 
’ gram be clarified and systematized.” It 
urged that “a system of grants be es- 
tablished based upon broad categories— 
such as highways, education, public as- 
sistance, and public health—as con- 
trasted with the present system of 
extensive fragmentation.” ? 

This recommendation and others in 
the supporting reports on public wel- 
fare * and federal-state relations * stim- 
ulated two lines of national action: first, 
a formulation of administrative proce- 
dures for greater uniformity of grants, 
and second, legislative proposals for 
block grants for health and for public 
welfare. 

In 1949 officials of the U. S. Bureau 
of the Budget met with a committee of 
the National Association of State Budget 
Officers. Among the problems relating 
to improving federal grants which were 
discussed were: a) the advisability of 
adopting objective criteria for grant ap- 
portionment formulas giving greater 
emphasis to equalization, and b) a block 
grant for public health services.® State 
representatives urged that the grants-in- 
aid for control of venereal disease, tu- 
berculosis, cancer, and heart diseases as 


2 Ibid., p. 36. 


3 Brookings Institution, Functions and Activities of 
the National Government in the Field of Welfare. 
Prepared for the Commission on Organization of the 
Executive Branch of the Government, 1949, pp. 164- 
168, 531-533. 


4 Council of State Governments, Federal-State Re- 
lations. Report of the Commission on Organization 
of the Executive Branch of the Government, 1949, 
pp. 134-136. 


5 Committee of the National Association of State 
Budget Officers and the U. S. Bureau of the Budget 
on Grant-in-Aid Problems. Summary of Proceedings 
of Joint Meetings, May 10-11, 1949 and August 30, 
1949. 
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well as those for general health assist- 
ance and mental health activities be con- 
solidated into a single block grant in 
preference to the continuation of the 
categorical aid for each program. Con- 
sideration of this suggestion, along with 
the activities of this joint committee, 
lapsed with the outbreak of the Korean 
War. 

Federal agencies took steps during the 
latter part of the forties to review their 
grant programs in order to achieve a 
greater measure of coordination. The 
Office of Federal-State Relations of the 
agency which subsequently became the 
Department of Health, Education, and 
Welfare was asked to develop and co- 
ordinate policies, methods, and proce- 
dures concerning federal-state relations 
involved in the various grants-in-aid, 
and other programs. The work of this 
Office clarified many of the detailed is- 
sues involved in federal aid programs, 
and brought greater uniformity to state 
plan requirements. 

Because of the interrelation of the 
grant programs administered by the 
Public Health Service and by the Chil- 
dren’s Bureau, these two federal agen- 
cies have worked closely together. In 
the fiscal year 1953, a joint state plan 
submittal was begun, and before then, 
a joint state budget, joint state fiscal re- 
porting and joint statistical reports had 
been implemented. 

In addition to these small but signifi- 
cant steps toward meeting the objectives 
of the Hoover Commission, legislative 
action was sought to achieve greater 
coordination. Prior to 1953, major legis- 
lative proposals were before the Con- 
gress to consolidate the categorical pro- 
grams of public assistance and also grants 
for public health work. For example, 
in the 80th Congress ® and again in the 
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81st Congress’ an omnibus health bill, 
sponsored by the Administration, pro- 
vided for a single grant for public health 
services and called for a single allotment 
of funds to the states and a single 
matching requirement. The Cooper- 
Forand bill, introduced first in the 79th 
Congress, authorized the states to deter- 
mine whether they would continue cate- 
gorical programs for public assistance or 
would combine their programs into a 
generalized public welfare program. 
The public welfare bill introduced in 
the 81st Congress at the request of the 
President also followed this same pat- 
tern, although the state matching re- 
quirement was somewhat altered. 

Congressional debate on the health 
bills centered largely on a national health 
insurance program, the issues of which 
were extraneous to the proposals for 
consolidating the public health grants. 
The debate on the public assistance pro- 
gram, however, illuminated the issues 
posed by a block grant. 

The Administration-sponsored public 
welfare proposal sought federal aid for a 
comprehensive public welfare program. 
In addition to grants for medical assist- 
ance and for welfare services for adults 
and for children, the bill provided for: 
a) Federal aid for cash assistance pay- 
ments up to specified maximums for 
each recipient (with reduced maximums 
for the third and each additional indi- 
vidual in the family) ; b) Federal match- 
ing of individual assistance payments 
within these maximums on a variable 
basis determined for each state by its 





6U. S. Congress, Senate, Committee on Education 
and Labor, National Health Program. Hearings, 80th 
Cong., Ist Sess. 


7U. S. Congress, House Committee on Interstate 
and Foreign Commerce, National Health Plan. Hear- 
ings, 81st Cong., Ist Sess. 
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relative income position, with a mini- 
mum federal matching of 40 per cent 
in the highest income states and a maxi- 
mum of 75 per cent federal funds in 
the lowest income states; c) A federal 
matching formula which would yield 
about 55 per cent federal support in the 
average income states; d) State deter- 
mination of the basis of aid to indi- 
viduals. (States could retain the exist- 
ing categories of recipients, adopt new 
categories, or abandon the categories in 
favor of a more general approach.) .® 

Besides giving the states more author- 
ity in determining the classes of recipi- 
ents and their groupings, the proposal 
called for increased federal welfare ex- 
penditures, and was devised so that no 
state would receive in the aggregate less 
federal aid than it had been receiving. 
The bill was supported by both labor 
and public welfare groups. 

Among the arguments advanced in 
support of the proposal were: 


—wider latitude for states to deter- 
mine program 

—a better balance of public support 
for classes of needy persons 

—removal of hampering restrictions 
on classes of recipients for which 
federal support could be provided, 
and 

—a more rational system of federal 
aid varying inversely with the fiscal 
capacity of the states. 


The increases in federal aid under the 
proposal were neither evenly distributed 
among the states nor among assistance 
categories. More particularly, the pro- 
posal called for reductions in federal 
funds for old-age assistance. In re- 

8 U. S. Congress, House, Committee on Ways and 


Means, Social Security Act Amendments ‘of 1949. 
Hearings, 81st Cong., Ist Sess. 
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sponse to these problems, the Ways and 
Means Committee reported out a new 
bill which became the Social Security 
Act Amendments of 1950. Congres- 
sional and public opposition to the re- 
duction in federal support for old-age 
assistance under the comprehensive pro- 
gram, despite the assurances that no 
state would receive less for the total 
package, led to the rejection of the 
block grant approach. In lieu of a more 
generalized system of welfare aids, the 
Social Security Act Amendments of 
1950 set up a fourth category of fed- 
eral aid, namely, aid for the needy dis- 
abled, and authorized matching of funds 
spent for payments to providers of med- 
ical care within the maximum amounts 
payable to needy persons. The Ways 
and Means Committee in reporting the 
bill out emphasized: “ The bill would 
strengthen the old-age assistance pro- 
gram by providing increased Federal 
aie 

While the block grant proposals for 
public health and welfare were rejected, 
an Administration-supported measure to 
consolidate grants for agricultural ex- 
tension work was enacted by the Con- 
gress. In 1953, the “ Consolidation of 
Existing Laws Relating to Cooperative 
Agricultural Extension Work” was 
passed to simplify procedures and to 
provide for a single allotment of funds 
from the amounts appropriated by Con- 
gress. However, the Act froze the allo- 
cation to each state as of fiscal year 1953 
(with a minor exception) so that no 
state would get less than it had prior to 
the passage of the new legislation. Any 
additional funds appropriated in the 
future would be allocated by a special 

9U. S. Congress, House, Committee on Ways and 


Means, Social Security Act Amendments of 1949. 
Report, 81st Cong., Ist Sess. 
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formula.”® 

Thus, as an aftermath of the Hoover 
Commission recommendations, steps 
were taken through legislative or ad- 
ministrative action to coordinate federal 
grants-in-aid by consolidating grants or 
by adopting more uniform administra- 
tive procedures. The major proposals 
for consolidating public welfare grants 
and public health grants failed to be en- 
acted because of the resistance to cut- 
backs in funds for a special category 
within the welfare programs, and be- 
cause of issues in health programs unre- 
lated to consolidation. 


Kestnbaum Commission 


Recommendations of the Hoover 
Commission led to the subsequent enact- 
ment of new legislation setting up the 
Commission on Intergovernmental Re- 
lations (the Kestnbaum Commission) .™ 
The Kestnbaum Commission in its re- 
port to the President in 1955, took a 
different position on coordination from 
that of the earlier Hoover Commission. 
The Kestnbaum Commission stated: 
“‘ There are strong reasons for confining 
grants-in-aid to fairly small segments of 
broad activities.” ** In more specific 
recommendations the Commission urged 
that grants to states be consolidated for 
agricultural experiment stations and in- 
dicated that some broadening of grant 
programs, particularly in public health, 
would be desirable. The Commission 
also urged more consistent use of grant 


10 U. S. Congress, Senate, Committee on Agricul- 
ture and Forestry, Appropriations for Cooperative 
Agricultural Extension Work. Hearings, 83d Cong., 
Ist Sess. 


11 Commission on Intergovernmental Relations, Re- 
port to the President for Transmittal to the Congress, 
June 1955. 


12 [bid., p. 133. 
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allotment formulas in place of admin- 
istrative allocations and, in general, 
greater uniformity in grant formulas 
and administration. 

Action on federal grants-in-aid dur- 
ing and since the Kestnbaum Commis- 
sion may be summarized as follows: 1) 
there has been some consolidation of 
grants; 2) a major effort was made to 
achieve greater uniformity in grants 
and to consolidate some of the categori- 
cal aids. 

The Commission’s recommendation 
that the various statutes authorizing 
grants for agricultural experiment sta- 
tions be consolidated into a single law 
was put into effect by enactment of the 
Experiment Station Consolidation Act 
of 1955. This act, like the earlier meas- 
ure to consolidate statutes on agricul- 
tural extension work was designed to 
simplify budgeting and accounting. 
Like the earlier measure, too, it froze 
allotments to each of the states so that 
no state would lose any funds, and it set 
up a formula for the allocation of any 
increase in federal appropriations.** 

Beginning in 1954 the Department of 
Health, Education, and Welfare began 
to reassess its grants-in-aid programs 
and proposed new legislation on grants 
for public health services, child health 
and welfare services, vocational educa- 
tion, and vocational rehabilitation. The 
new legislation would have authorized 
the use of a uniform grant formula, a 
uniform approach in each of the pro- 
grams, and would have combined the 
specific categorical aids into broader 
grants. The proposed coordinated pro- 
gram for grants-in-aid, in the words of 
the Secretary of the Department, repre- 


13 UY. §. Congress, House, Committee on Agricul- 
ture, Consolidation of Agricultural Experiment Sta- 
tion Appropriations. Report, 84th Cong., Ist Sess. 
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sented a concerted effort to simplify 
the structure and administration of 14 
major grant-in-aid programs. 

The pattern of this coordination pro- 
posal may be illustrated by the public 
health recommendations. By this pro- 
posal, the categorical aids for venereal 
disease, tuberculosis, mental illness, heart 
disease and cancer control would have 
been consolidated into a general grant 
for public health services. In lieu of 
the aids for specific disease categories, 
grants of three types were to be made: 
support grants, extension and improve- 
ment grants and project grants for ex- 
perimental and demonstration purposes. 
Funds for support were to be allotted 
among the states on the basis of a for- 
mula incorporating population and per 
capita income. The allotments were to 


be matched on a variable percentage 
basis (varying inversely with the income 
of the states) within a maximum fed- 


eral share of 6624 per cent and a mini- 
mum of 3344 per cent. Extension and 
improvement grants were to be allo- 
cated to the states on the basis of popu- 
lation and matched on a project basis, 
with a sliding scale depending upon the 
period elapsing, i.e., 75 per cent the first 
two years, 50 per cent the second two 
years and 25 per cent in the fifth and 
sixth years. Project aid was to be dis- 
tributed administratively to public and 
nonprofit agencies. The consolidated 
public health grant program did not call 
for increased federal funds. Cutbacks 
were projected for many states. But in 
combination with the several related 
bills proposed, no state would have lost 
funds under the total package." 

The public health proposal passed the 


14 U. S. Congress, House Committee on Interstate 
and Foreign Commerce, Public Health Service Act. 
Hearings, 83d Cong., 2d Sess. 
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House of Representatives in the 83rd 
Congress with an amendment excepting 
mental health from the block grant for 
a five year period. The amendment 
grew out of the strong opposition to 
combining mental health with other 
public health services, especially because 
of the developing separate state mental 
health agencies which are independent 
of state health departments. The com- 
panion Senate bill was not reported out 
of committee. Members of the com- 
mittee, during the course of the hearings 
indicated their concern that the specific 
purposes for which the categorical aids 
were designed were no longer spelled 
out and that appropriations for public 
health work were endangered by the 
absence of an identification of funds 
sought with purposes of expenditures. 

Of the legislation introduced to ef- 
fectuate the Administration’s recom- 
mendations the only measure enacted 
was the new vocational rehabilitation 
program. This proposal, combined with 
the new three-fold grant-in-aid—sup- 
port, extension and project aid—not 
only a vastly enlarged appropriation 
authorization but also included a transi- 
tion grant formula so as to assure each 
state that it would lose no funds. 


Joint Action Committee 


Another major committee on federal- 
state relations originated as a conse- 
quence of the President’s proposal to the 
Governors at their annual meeting in 
June 1957. The President proposed that 
the Governors and the federal adminis- 
tration form “a task force for action ” 
for the purpose of seeking ways and 
means to strengthen the federal system 
by strengthening state governments. In 
its first report to the President and to 
the chairman of the Governors’ Confer- 
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ence, the Joint Federal-State Action 
Committee emphasized transfer of waste 
treatment works construction and voca- 
tional education functions to the states 
in return for relinquishment of a part 
of the federal tax on local telephone 
service to the states.’° In its second re- 
port the Committee stated that had it 
“examined the general aspects of grants- 
in-aid and agreed to analyze, among 
other possibilities, the feasibility of re- 
placing specific grants with the block 
grant in combination with, or as an al- 
ternative approach to revenue source 
relinquishment, and the practicability of 
revising present grant formulas to re- 
late grant payments to per capita in- 
comes.” 7® With the establishment in 
September 1959 of a new statutory 
agency, the Advisory Commission on 
Intergovernmental Relations, active op- 
erations of the Joint Federal-State Ac- 
tion Committee ceased.** 


Il. BLOCK GRANTS—ISSUES AND 
CHOICES 


The repeated rejection of block grants 
leads us to the conclusion that the as- 
sumptions on which the block grant 
proposal rests are not valid in all in- 
stances or, at least, run counter often to 
other objectives which are more com- 
pelling. A detailing of these assump- 
tions may help to clarify the issues. 

These assumptions include at least the 
following: 


15 Joint Federal-State Action Committee, Progress 
Report No. 1, December 1957. 


16 Joint Federal-State Action Committee, Progress 
Report No. 2, December 1958, p. 13. 


17U. §. Congress, House Committee on Govern- 
ment Operations and Senate Committee on Govern- 
ment Operations To Establish an Advisory Commis- 
sion on Intergovernmental Relations. Joint Hearings, 
86th Cong., 1st Sess. 
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—that the primary purpose of fed- 
eral aid is to provide states with 
financial support to carry out a 
program’s objective 

—that the alignments and pressures 
for political action are different at 
the national level from those at the 
state and local levels 

—that federal controls (e.g., stand- 
ards, audits and other reviews) 
would be substantially reduced if 
the purpose of the program were 
broadened 

—that more effective and efficient use 
of public funds will result if states 
have wider latitude in directing ex- 
penditures. 


Support vs. Stimulatory Grants 


Is the national interest met simply by 
providing states with funds for a broad 
program area? An affirmative answer 
assumes that the national government 
has no interest in direction of program 
content and no more interest in one part 
of the broader program than in another. 

Most federal aid programs, however, 
originate in rather specific public needs 
and are designed primarily to stimulate 
states to meet these needs. Pressures for 
action have centered on concerns of the 
citizen and of the interest groups with 
which he associates himself for political 
action: clean water, school hot lunches, 
training practical nurses, control of can- 
cer, efficient interstate highways, and 
scientific apparatus in classrooms. In 
this setting, categorical aids have be- 
come an important instrument by which 
national action is identified with these 
interests, thereby stimulating necessary 
state and local actions, and, yet, keep- 
ing administration and programming as 
much as possible at the state and local 
levels. An alternative to a grant pro- 
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gram is often a direct nationally admin- 
istered program, which by-passes the 
states. 

It may be useful to look more closely 
at the purposes of federal grants and to 
do so within the context of their his- 
torical development. Federal grants in 
1900 were small, whether measured as a 
percentage of total expenditures of the 
national government, of state and local 
revenue, or of state revenues. Federal 
aid to states and localities accounted for 
less than 1 per cent of the national 
budget in 1900, contributed less than 2 
per cent of state revenues, and less than 
1 per cent of state and local revenues 
combined. 

Over the 60 years that have elapsed, 
federal aid has increased both in amount 
and scope. In the fiscal year 1959 fed- 
eral grants totaled $6.4 billion (Table I), 


TABLE I 
Feperat GRANTS-IN-AID 








Expenditures 
Fiscal Year for Grants 
(in millions) 





1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 estimate 
1961 estimate 


$2,393 
2,781 
2,986 
3,126 
3,642 
3,943 
4,831 
6,355 
7,090 
6,812 





Source: Bureau of the Budget, Special Analy- 
sis of Federal Aid to State and Local Govern- 
ments in the 1961 Budget. 


including $2.6 billion of payments to 
states financed from the special highway 


Federal aids in the fiscal 


18 Federal aid expenditures from Bureau of the 
Budget (Special Analysis of Federal Aid to State and 
Local Governments in the 1961 Budget of the United 
States Government) include shared revenues and net 
loans and repayable advances in addition to direct 
grants-in-aid. 


trust fund.?§ 
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year 1959 (grants plus $458 million 
shared revenues and loans) represented 
7 per cent of total federal cash pay- 
ments to the public, and accounted for 
about one-sixth of all state and local 
general revenue, and about one-quarter 
of state general revenue.’® 

The present money grant payments 
to the states and localities reflected in 
these dollars had their origins in such 
specific program objectives as, for exam- 
ple, distribution of educational material 
for the blind, promotion of agricultural 
research, and resident instruction in 
land-grant colleges. Federal grants-in- 
aid for these specific purposes were en- 
acted before 1900. Over the years the 
same pattern of special encouragement 
has been followed. (Table II.) To il- 
lustrate, since 1955 a number of new 
stimulatory grants have been enacted. 
These include grants for library services 
in rural areas, waste treatment facility 
construction, water pollution control, 
expansion of teaching in educating the 
mentally retarded, air pollution control, 
and national defense education activi- 
ties. The last is essentially a composite 
of separate categorical aids rather than a 
single grant program. 

While the line between support and 
stimulation is difficult to draw, there is 
a point in the relative sharing of total 
program expenditures at which the 
major national objective is, or becomes, 
financial. At this point the withdrawal 
of national support would seriously 

19 In the fiscal year 1958 federal funds amounted 
to $4.8 billion, or 22 per cent of state general reve- 
nue; based on compilation of the Governments Di- 
vision, U. S. Bureau of the Census. This figure 
includes, in addition to grants, shared revenues, pay- 
ments to states and local governments for services, 
payments in lieu of taxes and other intergovernmental 
payments. In 1957, $4.5 billion of the total $4.8 


billion federal payments to states and local govern- 
ments represented grants-in-aid. 
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threaten the fiscal stability of the pro- 
gram and also pose substantial alterna- 
tive revenue problems for states and 
localities. Thus defined a support pro- 
gram is sufficiently large to necessitate 
readjustment of state and local revenue 
systems if aid is withdrawn. 

Some programs originally designed to 
stimulate state action have become over 
the years largely support programs. 
Federal aid for highways in the early 
days of the grant program stimulated 
the establishment of state highway de- 
partments and concentration on selected 
road systems. This program, today, 
falls into the category of a support pro- 
gram, as do the public assistance grants. 
The largest part of federal aid now goes 
out to the states for these support pur- 
poses—public assistance and highway 
grants. 

The effectiveness of categorical aid as 
a stimulus to state action is implicit in 
some of the criticisms of these grants. 
For example, it is charged that the cate- 
gories distort state programming and 
budgeting by pressuring the state and 
local governments to act on programs 
for which categorical aids are made 
available, at the expense of the nonaided 
categories. Mr. I. M. Labovitz in a re- 
cent paper takes up the question: “Do 
Federal grants-in-aid stimulate the State 
and local governments to support serv- 
ices they would otherwise neglect? ” 
While emphasizing the difficulties of a 
statistical demonstration of an affirma- 
tive or negative answer to this question, 
he summarizes the experience under se- 
lected aid programs. State and local 
expenditures for vocational education 
have increased over the period of opera- 
tion of the vocational education pro- 
gram faster than federal aid. Similarly, 
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TABLE II 
Feperat GraNts-IN-Ap To StaTE ANE Locat GOVERNMENTS, 1959? 








Program Year 


Established 


Federal Department or Agency 
Administering Program 


Amount of 
Grant, 1959* 
(thousands) 





1879 


1887 
1888 
1890‘ 
1911 


1911 
1914 
1916 
1917 


1920 
1933 


1933 © 


1933 ° 
1935 


1935 


Distribution of educational materials 
for the blind 

Agricultural research 

Aid to state Soldiers’ homes 

Resident instruction in land-grant 
colleges 

Assistance to state marine schools 


State and private foresty cooperation 
Agricultural extension work 
Highway construction 

Vocational education 


Vocational rehabilitation 


Donation of surplus agricultural 
commodities 

Employment service and unemploy- 
ment compensation administration 

School lunch 

Child welfare services 


Crippled children’s services 


Maternal and child health services 
Public assistance 
Old-age assistance 
Aid to dependent children 
Aid to the permanently and totally 
disabled 
Aid to the blind 


Public health services 
General health 
Tuberculosis control 
Mental health 
Cancer control 
Heart disease control 
Venereal disease control 
Fish and wild life restoration and 
management 
Public housing, low-rent (contribu- 
tions) 
Agricultural marketing services 
Airport construction 


Hospital and rtnedical facilities sur- 
vey and construction 

Major disaster relief 

Slum clearance and urban renewal 
(capital grants) 

Civil defense 


School construction in federally 
affected areas 


School operation and maintenance 
in federally affected areas 

Defense community facilities and 
services ™ 

Flood prevention and watershed 
protection 

Special milk 


Department of Agriculture 

Veterans Administration 

Department of Health, Education, 
and Welfare 

Department of Commerce 


Department $ Agriculture 
G) 


Department of ‘Commerce 
Department of Health, Education, 
and — 
oO. 


Department of Agriculture 
Department of Labor 


Department of Agriculture 
Department of Health, Education, 
and bar 


oO. 
Department of the Interior 
Housing and Home Finance Agency 
Department of Agriculture 
Department of Commerce 


Department of Health, Education, 
and Welfare 

Office of the President 

Housing and Home Finance Agency 


Office of Civil and Defense Mobi- 
lization 

Department of Health, Education, 
and Welfare 


do. 
Housing and Home Finance Agency 
Department of Agriculture 

do. 


400 


11,833 


16,401 


16,494 
1,973,322 
1,149,311 

624,441 
151,695 


47 875 


29,541 
14,924 
3,995 
3,986 
2,171 
2,075 
2,390 
19,847 


110,849 


1,160 
56,578 


135,159” 


4,139 
75,537 


8,955 
66,097 


132,073 
157 
22,912 
72,535 
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TABLE II (Continued) 

Amount of 

Year Federal Department or Agency 2 

Program Established Administering Program y onadinn 

Urban planning 1954 Housingand Home Finance Agency $ 1,834 
Library services for rural areas 1956 Department of Health, Education, 5,362 

and Welfare 

Waste treatment facilities 1956 do. 36,429 
Water pollution control 1956” do. 2,591 
Defense educational activities 1958 do. 44,153 
Science, mathematics, and foreign 1958 33,748 

language instruction 

Guidance, counseling, and testing 1958 6,289 
Area vocational programs 1958 3,750 
State statistical services 1958 366 
Teaching in education of the men- 1958 e.g pee 


tally retarded 





1 Based on a compilation of grant programs in Federal-State-Local Relations: Federal Grants- 
in-Aid, House Report 2533, 85th Cong., 2* Sess., table 1. 

* Fiscal year expenditures as reported by ‘the Bureau of the Budget in the Budget of the 
United States Government for the Fiscal Year ending June 30, 1961 and in Special Analysis of 
Federal Aid to State and Local Governments in the 1961 Budget. 

* Operated by the American Printing House for the Blind, a private, nonprofit corporation 
accountable to the Department of Health, Education, and Welfare for its use of Federal funds. 

‘Established as a continuing program of annual cash grants by the Morrill Act of 1890. The 
first Morrill Act in 1862 provided a nonrecurring land grant. 

1 Employment service administration, 1933; unemployment compensation administration, 1935. 

* Originated in 1933 as part of emergency relief program. Established as a continuing pro- 
gram of cash grants (supplemented by commodity donations) in 1946. 

"Grants for this purpose were initiated by Sheppard-Towner Act of 1921 but discontinued in 


1929. 


® Grants for control of venereal disease were initiated by the Chamberlain-Kahn Act of 1918, 


but discontinued after a few years. 


® Wildlife restoration, 1937; fish restoration, 1950. 
* Of this amount $74 337,000 was granted for construction of private, nonprofit institutions. 
4 Program discontinued July 31, 1955; expenditure represents disbursement on previous com- 


mitments. 


#2Grants were made previously for the years 1950 through 1952 under a 1948 act. 


state funds for vocational rehabilitation 
and for public health have increased 
more than federal monies. These rela- 
tive changes are reflected in reduced 
federal shares of cost. To illustrate, Mr. 
Labovitz points out that during the 
period 1940-57 total expenditures for 
the three grant-in-aid programs admin- 
istered by the Children’s Bureau—ma- 
ternal and child health services, crippled 
children’s services, and child welfare 
services—increased by 450 per cent, 
from less than $31 million to more than 
$170 million. Despite this marked in- 
crease, the federal government’s share 
dropped from more than one-third of 


the total funds in 1940 to less than one- 
fourth in 1957. Under the Library 
Service Act, approved in 1956, federal 
grants of $2,050,000 were made avail- 
able to the states for the fiscal year 
1957. In the first year, 35 states not 
only matched the federal allotment but 
overmatched it by putting up more 
than 3.3 times the minimum matching 
funds required.” 

Thus, to the extent that the grant 
mechanism is used to pinpoint a national 


201. M. Labovitz, Stimulative Effect of Federal 
Grants-in-Aid; Some Illustrative Data (Library of 
Congress, Legislative Reference Service, July 1958). 
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objective and to encourage state and 
local action in a specific direction, block 
grants are not a substitute for categori- 
cal aids. 


Pressures for Political Action 


Advocates of the block grant assume 
that citizens concerned with specific 
programs benefiting themselves and the 
groups with which they align themselves 
for these purposes will turn exclusively 
to the states or communities for remedy 
or relief. They assume that if there is 
a block grant groups will not turn to 
the national government for aid for 
specific categories. 

But the special interest groups con- 
cerned about mental health, crippled 
children, agricultural extension work, 
school lunches, and so forth do not limit 
their political avenues of redress in this 
way. Pressures for specific program ac- 


tion are brought to bear on each of the 
representative governments. The grant 
program offers a way for the Congress 
to respond to these pressures by financial 
inducements to the states to join with 
the national government in achieving 
a nationwide provision of a public 


service. The process of Congressional 
study and debate itself serves to focus 
national attention on a problem area. 
If the Congress is convinced of the need 
for a nationwide service, the choice is 
between a direct national operation and 
a cooperative national-state program— 
and not inaction. 

A sharp differentiation between state 
and national action accordingly cannot 
be made. The result of joint pressures 
on national and state governments is a 
complex set of functional interrelation- 
ships among governmental units which 
is, in the phrase of Professor Joseph 
McLean, a “ marble cake.” 74 National, 
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state, and local governmental contribu- 
tions and responsibilities run together in 
a varied and indefinite pattern. 

Weaknesses of state and local govern- 
ments reinforce but are not exclusively 
responsible for the pressures for national 
action and the use of the grant-in-aid 
as an instrument to alleviate and remedy 
specific social problems. It has been 
noted repeatedly that corrective state 
and local action is urgently needed to 
improve representation in each of the 
states so that the voter and the interest 
groups have a better chance of being 
heard closer to home. Inadequate repre- 
sentation of urban groups in the state 
legislatures and constitutional restric- 
tions on taxing and borrowing powers 
impair the operation of states and locali- 
ties. These weaknesses do not end in 
fewer public services but rather encour- 
age a shift from the state to the na- 
tional government. 


Federal Controls and Standards 


Block grants have been urged as a 
way of reducing federal controls over 
state and local program activities. It is 
assumed that by broadening the pro- 
gram area for which aid is provided de- 
tailed program requirements will be 
eliminated, and the complexity of fed- 
eral audits of grant expenditures and of 
matching requirements will be reduced. 

Block grants for each of the broad 
program areas would certainly require a 
reexamination of some of the detailed 
standards and program requirements 
now present in some of the older grant 
programs, such as vocational education. 
They would do away with some of the 
restrictions arising from the limited pur- 
pose of the categorical grants. For ex- 


21 Joseph E. McLean, Politics Is What You Make 
It (Public Affairs Pamphlet No. 181, 1952), p. 5. 
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ample, a block grant for public assist- 
ance would end the restrictions on age 
groups for which federal funds may be 
expended under the present old-age as- 
sistance and aid td dependent children 
programs. States would not be required 
to keep separate financial records of the 
operations of each of the categorical 
programs. 

Certain aspects of block grant admin- 
istration, however, would work in an 
opposite direction from that intended. 
A block grant which encompasses pro- 
gram areas broader than the sum of the 
categorical aids also would widen the 
area in which national standards and 
controls would be applied. In a sense, 
a categorical grant limits the “ interfer- 
ence” of the national government to 
the specific program aided. States are 
not restricted in their choices in carrying 
out the broader program objectives. 
Furthermore, the application of sanc- 
tions for failure to comply with federal 
standards becomes more onerous in a 
block grant, simply because the size of 
the grant is enlarged. The broader the 
purpose of the grant and the larger the 
pot that holds the monies, the more se- 
vere becomes the sanction of withhold- 
ing federal funds. The severity of the 
sanction is likely to deter its use. 

Within the categorical aids there are 
alternatives to a block grant which 
could materially reduce the limitation on 
state and local activities resulting from 
federal standards and _ requirements. 
First, and perhaps most important of 
these, is a careful reassessment of legis- 
lative standards and regulatory require- 
ments to determine what is essential as a 
minimum for furthering the national 
program. Abandoning standards and 
requirements which are outmoded or 
unduly restrictive would be an essential 
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first step. Second, opportunities exist 
for simplifying federal audits. Wher- 
ever feasible this simplification should 
be undertaken. Third, in grant pro- 
grams administered by a single national 
agency and generally by a single coun- 
terpart state agency, steps can be taken 
and have been taken in some instances 
to provide greater flexibility in the use 
of federal funds. For example, it has 
been noted that states in their adminis- 
tration of health funds are permitted to 
consolidate their plan submissions into a 
single state plan and budget. States are 
permitted to submit consolidated finan- 
cial reports of grants and matching ex- 
penditures. Furthermore, states are au- 
thorized to use portions of categorical 
grant monies to finance organizational 
services and salaries for individuals who 
devote only a part of their time to a 
given program. By way of illustration, 
states are permitted to use part of tu- 
berculosis grant funds to pay a propor- 
tionate share of laboratory expense and 
nursing services. 


Economy in the Use of Resources 


The block grant proposal also is ad- 
vanced on the assumption that states 
given greater latitude in use of grant 
monies will direct resources into those 
programs which urgently require em- 
phasis because of special needs within the 
state. Discretionary use of a block 
grant permits variation more nearly in 
accord with different public service 
needs in the states. This greater flexi- 
bility and the concomitant ease of shift- 
ing program emphasis with changes in 
circumstances are major arguments in 
favor of block grants for broad pro- 
gram areas. 

Control over use of funds—Wide 
latitude in use of federal grant monies 
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is consistent with an objective of na- 
tional support of functions administered 
by the states and local governments. It 
is not consistent, however, with a na- 
tional objective of directing public serv- 
ices into specific channels. Among the 
questions raised in justifying national 
support and the method of support are: 
Is the need nationwide and will the ex- 
tending of a “ carrot ” encourage action 
on the part of most, if not all, states? 
The price of the “ carrot ” is the start or 
further development of a specific public 
service. 

Recourse may be had to administra- 
tive rather than legislative direction of 
the special funds within a general grant 
program, but when large sums are in- 
volved the delegation of responsibility 
becomes a serious matter. Even within 
categorical programs, steps have been 
taken administratively to pin-point 
funds to emphasize a need in the 


To 


achievement of a program’s goals. 
illustrate: at one time funds from the 
grants for crippled children were set 
aside for rheumatic fever cases to gain a 
nationwide “push” in reducing the 


crippling effects of this disease. At 
another time, a part of the funds were 
set aside to apply newer surgical tech- 
niques to certain cases of congenital 
heart disease in children. These “ ear- 
markings” permit the national gov- 
ernment to combat special health prob- 
lems in cooperation with established 
state agencies. 

Moreover, the limited categorical aids, 
through the appropriation process, direct 
use of economic resources in accord with 
the desire of the voter and his affiliated 
groups. Categorical aids facilitate a re- 
view of appropriated items in terms of 
the specific purpose of each program. 
The delimited grants have a built-in 


BARRIERS TO FEDERAL GRANTS-IN-AID 


205 


mechanism to clarify the purposes for 
which funds are sought—public libraries, 
school lunches, cancer control, and so 
forth. Concern has been expressed fre- 
quently in Congressional debates on 
block grants that the consolidation of 
grants into broader purpose programs 
will impair the expression of voters’ 
preferences in the amount and alloca- 
tion of federal monies. While a block 
grant may reduce the number of ap- 
propriation items, the amount of funds 
requested may appear unduly large in 
terms of the vague and broadly defined 
need. 

It has sometimes been said in jest that 
the best way to deal with this many- 
sided issue is to seek action on appropri- 
ations from the U.S. Congress on the 
basis of special categories, but to turn 
about and distribute the funds to the 
states without categorical restrictions. 
If representation in state legislatures 
were improved, there would be much 
merit in this seemingly improper con- 
duct of the public business. The align- 
ment of public pressures for state fund 
allocations, of which the federal funds 
become a part, could be relied upon to 
obtain the desired allocation of re- 
sources. 

Whether the national government as 
well as the states or the states alone 
should determine the use of the funds 
within a broad program, and how best 
to achieve a proper allocation of federal 
appropriations among specific needs are 
but two questions within the more 
general problem of effective use of pub- 
lic funds. Review of the allocations to 
states under some of the small stimu- 
latory grant programs indicates that 
amounts of grants to some of the states 
are so small as to require direct justifica- 
tion. An annual grant to a state for 
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particular programs may amount to less 
than $10,000 or sometimes even to less 
than $1,000. Patently, these small sums 
can at best finance only part of the 
salary of one or two state officials re- 
sponsible for a program. 

Demonstration grants—The size of 
the expenditure alone, however, cannot 
be taken as the sole index of the useful- 
ness of a grant. Many of these small 
sums represent “ seed monies ” to focus 
attention on a public service through an 
educational program or through a 
demonstration of new techniques. In- 
novation in public services as a device 
for improving their efficiency is gaining 
increased attention. New ideas, new 
methods, new arrangements are required. 
They are needed to improve adminis- 
trative techniques, to revamp organiza- 
tional structures so that they facilitate 
the application of scientific advances, 
and to coordinate the provision of serv- 
ices when the same family or individual 
is eligible for different public services. 
These innovations and demonstrations 
often require only small sums. 

One device for stimulation is the 
“ project ” grant, a grant made directly 
by the national government to a public 
or private agency which formulates an 
acceptable and approved project. At 
present project grant authority is in- 
cluded in programs for hospital con- 
struction, air pollution control, voca- 
tional rehabilitation education, and 
others. This type of grant is classified 
by the Treasury Department in its 
Annual Report as a Part B category, 
“Federal aid payments to individuals, 
etc.,” within the states and not as a 
grant to the states. 

Under these project grant programs, 
federal funds go directly to support of 
projects with the state participating 
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only nominally. A state’s direction of 
public services is weakened, especially 
when project funds are granted to a 
public agency directly by the federal 
agency. While the amounts are small 
the importance for programming are 
potentially considerable. And all too 
little attention has been given to an al- 
ternative approach, namely, federal 
grants to states for demonstration pur- 
poses, with the state in control of the 
funds. 

Reduction in grants—At times the 
block grant for a broad program has 
been urged primarily as an “ economy ” 
measure, that is, as a way to reduce the 
federal share of costs of a specific pro- 
gram. Where federal grants account 
for 80, 85 or even a higher percentage 
of total program expenditures in a state, 
concern about responsibility for expend- 
itures is warranted. Experience with 
state grants to local governments cer- 
tainly suggests sizable local sharing of 
the costs to check spending.”* 

One part of the problem is the rela- 
tive federal share, another is the aggre- 
gate size of federal outlays. Block 
grants may require larger rather than 
reduced federal outlays. If federal aid 
is restricted to specific segments of a 
program, the funds may be limited to 
sums required to encourage states and 
localities to act on these particular seg- 
ments. If the program area is enlarged, 
as it often would be under a block 
grant, increased federal support com- 
mensurate with the broader program 
objectives would be implied. Moreover, 
as suggested in the review of Congres- 
sional action on block grant proposals, 
the transition from categorical aids to 


22 Mabel Newcomer, “Critical Appraisal of Fed- 
eral and State Aid.” In Federal State-Local Tax Cor- 
relation (Princeton: Tax Institute, 1954), pp. 97-98. 
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any block grant that will be acceptable 
to governors and Congress will itself 
require an increase in federal funds. 
Increased federal support will be re- 
quired to assure that no state will lose 
any funds and that some states acquire 
additional funds to accomplish the 
broader program. The alternative course 
is to freeze allotments as of some base 
period. Such a freeze impairs the ap- 
plication of rational principles in allo- 
cating grants and introduces rigidity in 
the national program. This rigidity may 
encourage new categorical aids since the 
social and economic problems for which 
cooperative national-state action is 
sought change from time to time. 


Summary 


The foregoing discussion has set forth 
several assumptions on which the block 
grant proposal rests. A block grant in 
a broad program area gains the necessary 


federal support and permits the states 
greater flexibility in directing funds into 
specific channels. Enlargement of pro- 
grams supported by the federal govern- 
ment is the prescription desired in some 
instances. For example, in public wel- 
fare if nothing is done to enlarge the 
scope of the program, groups of needy 
will continue to be ineligible for pay- 
ments under the federal-state coopera- 
tive programs. 

The characteristics of the block grant 
which make it fit the purposes of some 
programs make it singularly inappro- 
priate in others. Stimulating state 
action on specific public needs requires 
categorical aids to be used. For only by 
categorical aids can the national gov- 
ernment respond to the special interests 
of voters. Only in this way can ap- 
propriations be tailored to apparent 
needs and to preferences of voters. In 
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any case, a block grant offered as an 
economy measure is likely to be voted 
down. More likely to be adopted is a 
program which calls for increases in 
funds commensurate with the enlarged 
scope of the cooperative federal-state 
programs. 


Ill, UNIFORMITY IN GRANTS—ISSUES 
AND CHOICES 


The objectives in gaining a system of 
federal grants by means of greater uni- 
formity in formulas and in other re- 
quirements are not the same as those of 
the block grant. One objective of the 
block grant, which is to give states 
greater flexibility in directing the use of 
funds, is replaced by the more limited 
objective of neutralizing the interpro- 
gram competition for federal funds. 
Another objective, which would reduce 
detailed federal program requirements, 
is replaced by the more limited purpose 
of standardizing procedure. While the 
block grant proposal calls for a reduc- 
tion in the number of federal grants, 
coordination through greater uniformity 
would not change the number of grants, 
nor would the leadership of the national 
government in providing specific public 
services be diminished. 

In the discussion which follows, only 
one aspect of uniformity is considered, 
namely, uniform methods of allotment 
and matching.** The proposal for uni- 
form methods of allotment and match- 
ing presumes that: 


—the role of the national govern- 
ment is about the same in each of 
the nationally aided programs 


23 Uniform method of allotment is used here to 
mean a uniform formula design and uniform weight- 
ing of factors of need and fiscal capacity; uniform 
matching is defined as a uniform amount of federal 
dollars per state (and local) dollars in a state. 
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—grant-induced transfers originate in 
variable federal sharing of program 
expenditures 

—-states will make the changes neces- 
sary to effect a uniform federal 
policy. 


Interprogram Differences in 
Federal Participation 


A major problem in the diversity of 
federal grants arises out of differences 
in federal sharing of the expenditures 
for joint federal-state programs under 
existing grants. For example, if the 
national government offers more dol- 
lars per state dollar for public assistance 
than it does for public health, states 
may be tempted to divert their funds 
from public health to public assistance. 
Financially induced transfers of this 
type can be avoided in state budgetary 
decisions by offering the same federal 
share to a state for each of the aided 
programs. 

The earlier discussion has pointed up 
the different federal role in support and 
in stimulatory grants. This role is differ- 
ent in the public assistance programs 
from what it is in health. It is still 
different in education. Even within the 
construction grant programs, such as 
highways, airports, hospitals, waste 
treatment works, and slum clearance, 
federal aid is designed to achieve goals 
which are set at different levels of ade- 
quacy and which have diverse time- 
tables. 

Variations from program to program 
in large part stem from the historical 
development of public services and the 
historical allocation of functions among 
the governmental units. In some in- 
stances cooperative federal-state pro- 
grams have been developed; in others, 
direct national programs. A review of 
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the statistics of federal aid quickly 
points up the areas in which the grant 
device has primarily been employed to 
establish and operate programs of 
national interest. Almost all federal 
expenditures for public assistance go out 
as federal grants; when considered 
along with social insurance benefits how- 
ever, only about 18 per cent of social 
security expenditures represent grants- 
in-aid. Grants to states account for 
about 26 per cent of federal health ex- 
penditures, 40 per cent of federal out- 
lays for education and scientific re- 
search, 70 per cent of expenditures for 
transportation (water, highways, and 
aviation) and 56 per cent of all civil 
public works. 

Public welfare programs were poorly 
developed before Federal assistance 
grants were initiated. In a sense these 
grants inaugurated public aid to the 
needy as we know it today. Increas- 
ingly over the years the federal share of 
the cost has been enlarged. In the fiscal 
year 1937 the federal government met 
42.8 per cent of the total costs of public 
assistance, exclusive of general assistance. 
By 1942, this had increased to 47.0 and 
in the fiscal year 1959 it was 58.7. 

In health programs federal aid from 
the beginning was restricted to narrowly 
defined public health services and ex- 
cluded hospital and medical care, which 
are major activities of states and local- 
ities. The grants were purposely stimu- 
latory rather than supportive even with- 
in the boundaries of “ public health 
services.” Federal aid now accounts for 
3.2 per cent of the $3.6 billion spent by 
states and localities for health purposes. 
In education, despite the early precedent 
of land grants, federal aid has been re- 
stricted to stimulating specific types of 
educational activities (such as, voca- 





No. 3] 


tional education, counseling services, 
scientific apparatus in the classrooms), 
or to an indirect compensation for loss 
of state and local taxes due to federal 
activities, as in federally affected school 
districts. Of the total $15.9 billion 
now spent by states and localities for 
education only 3.1 per cent comes from 
federal funds. 

The part of total expenditures fi- 
nanced by federal funds varies from 
public service to public service and from 
state to state. Table III shows the share 
financed by federal funds in each of the 
states as reported in the 1957 Census 
of Governments. 

General aid for elementary and 
secondary education sharply defines the 
problem. Before World War II the 
Treasury Committee on Intergovern- 
mental Fiscal Relations in assessing fed- 
eral grants wrote: “‘ Of all the functions 


of government which might be candi- 


dates for national minimum status 
general education has the strongest 
claim.” ** Education, however, remains 
the financial responsibility of state and 
local governments. Moreover, the grant 
programs which have been advanced do 
not contemplate any major shift in re- 
sponsibility between the national gov- 
ernment and the states. What is in- 
tended basically is an increase of 
educational expenditures either in all 
states or in the “ poorer” states. In no 
federal grant program has tax relief for 
states and localities been considered as 
an acceptable objective even when the 
higher tax effort of the poorer states has 
been taken into account. In fact, when 
shifts from state taxes to national taxes 
have been discussed, moves have been 


24U. S. Treasury Department, Committee on In- 
tergovernmental Fiscal Relations, Federal, State, and 
Local Government Fiscal Relations. Senate Docu- 
ment 69, 78th Cong., Ist Sess. 
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made to prohibit such substitution. So- 
called floor provisions or minimum 
effort requirements have been especially 
designed to assure that federal taxes do 
not replace state taxes. 

First Definition of Costs—We have 
thus far considered uniform federal 
sharing in the cost of programs without 
defining what the federal funds are a 
share of. Program costs for this pur- 
pose may be defined in at least two ways. 
First, cooperative program costs may be 
considered as the sum of the grant and 
of the minimum amount required as a 
condition for a state’s receipt of the full 
allotment to a state. In this sense the 
early grant-in-aid programs fully met 
the objective of uniform sharing. The 
typical grant formula called for an al- 
lotment in proportion to population and 
a matching on a dollar-for-dollar basis. 
The national government’s share in the 
cost of each program so defined was 
uniformly 50 per cent. 

Today, there is a wider variation in 
federal grant formulas. In part, these 
variations reflect the differences in grant 
formulas between the older and newer 
grants. Grants started since the 1930’s 
and especially since World War II often 
have built-in equalization-type formulas 
which call for an apportionment of 
funds on the basis of a combined index 
of program need and financial ability; 
matching is in direct relation to the 
state’s fiscal capacity. Federal grant 
funds are distributed in these newer 
grant programs so that a larger propor- 
tion of the funds goes to states which 
have the greatest need for public serv- 
ices and the least capacity to provide 
them. In grants for construction of 
hospitals and related health facilities, 
school lunches, vocational rehabilitation, 
waste treatment works, and _ rural 
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TABLE III 
Feperat Funps as Per Cent or State AND Locat EXPeNpITuRES, 1957 
States Ranked in Order : : j 
of Average of 1956-57 Education Highways Eaatale: a ‘ a. 
Per Capita Income 
United States ...... 3.0% 12.4% 3.5% 45.5% 11.5% 

BAMIRNORE oo oc cieiccess cies 2.3 13.8 49 34.6 30.4 
Connecticut ........... 12 18 19 30.8 103 
ae ey ee 13 74 9 32.5 2.4 
re Peres 7.1 15.0 1.5 413 24 
New Jersey ..........-- 12 44 14 30.5 65 
NE Aa oo Pe Oe 25 8.7 2.0 42.1 9.2 
NE EEE Se 26 418 82 41.1 118 
Massachusetts ......... 18 3.6 1.0 33.6 118 
SOE die Oe ciet ccbRewsss 15 11.1 2.7 35.4 12.5 
NN EETEE TE Pe 3.3 10.4 2.4 378 12.1 
ere 22 8.0 3.2 412 13.4 
Washington ............ 2.7 82 1.7 44.7 128 
Pennsylvania .......... 2.1 88 3.9 32.1 138 
Rhode Island .......... 23 173 6.3 36.5 18.4 
Eo ee oa 19 8.7 29 40.9 15.5 
IE iio nn sinicaeees 23 37.6 73 42.3 11.1 
RRND iwscavecceseees 23 203 45 37.4 24.5 
ME iis sehe ceeds 2.1 19.1 2.5 35.2 144 
OO SEE ee 24 193 42 578 22.1 
EE ce ow acces cuss 3.3 10.1 1.9 31.1 15.0 
PN as Sis ec 2.2 34.8 7.2 42.5 14.1 
New Hampshire ....... 2.7 79 42 33.5 14.6 
Ey pare 38 13.8 45 39.1 143 
ae Ps BEES Tape i 23 96 38 63.5 48 

2.0 17.9 75 68.0 14.0 

26 123 3.9 45.0 24.1 

4.1 11.1 48 40.7 19.9 

3.0 19.3 56 56.2 53 

2.4 21.9 3.0 493 148 

46 27.0 9.7 418 19.2 

23 13.6 5.1 50.1 17.3 
. SaRReg Benet ae 3.1 10.1 4.7 54.2 19.5 
WN HE Se Ra sees 44 143 6.5 44.4 23.5 
ES ee a ee 25 23.7 119 523 12.5 
New Mexico ........... 65 37.4 13.0 63.9 246 
Ce apa ee 2.5 16.1 8.1 49.2 27.1 
ESE 2.0 12.0 6.5 56.1 8.5 
West Virginia .......... 28 6.6 93 66.0 26.7 
CO ais Wa ed Ga 33 11.9 76 62.9 23.4 
North Dakota ......... 3.1 21.2 73 52.1 18.6 
South Dakota ......... 3.2 258 96 593 243 
PRN St 34 128 78 67.7 28.0 
a 3.1 113 7.0 66.9 179 
North Carolina ........ 3.5 33.1 94 715 25.3 
NINE Ei ack es 42 17.7 143 65.7 29.2 
South Carolina ........ 29 15.0 93 70.1 17.5 
a 62 17.1 13.5 66.7 27.8 
PENNE 5 ik Ross 56 18.4 12.9 66.8 29.1 





Source: Computed from U. S. Bureau of the Census, 1957 Census of Governments, Com- 
pendium of Government Finances, Table 31; U. S. Bureau of the Census, Compendium of State 
Government Finances in 1957, Table 8. 
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libraries the national government as- 
sumes more of the financial burden in 
states of lower capacity than in the more 
prosperous states. In 1958, Congress 
adopted for the first time a modified 
version of a variable grant for public 
assistance payments. 

Thus, the newer federal grant for- 
mulas use grants as a tool to equalize 
both the level of public services and the 
state fiscal burdens required to finance 
these public services. The implementa- 
tion of these newer formulas is reflected 
in the fact that more than half of fed- 
eral grant funds now goes to states with 
incomes below the United States aver- 
age, rather than to the high income 
states. In contrast, before World War 
II, the largest share of federal grant 
funds went to states with incomes above 
the United States average.”” A positive 
correlation between state per capita in- 


come and per capita federal grants has 
been replaced by a minor negative cor- 
relation.”® 

Steps taken within governmental de- 
partments to bring about a more uni- 
form approach to concepts of need and 
fiscal resources and the formulas apply- 


ing such indexes were mentioned 
earlier. As a consequence, major legis- 
lative proposals for federal grants for 
health, education and welfare often 
follow a common formula pattern. 
(In a subsequent section I shall discuss 
some of the technical problems which 
militate against a uniform sharing of 
costs in a state for each of the aided 

25. V. O. Key, Jr., The Matching Requirement in 
Federal Grant Legislation in Relation to Variations in 
State Fiscal Ability. Social Security Board, Bureau 


of Research and Statistics Memorandum No. 46, Feb- 
ruary 1942. 


26 Selma Mushkin, “Federal Grants and Federal 
Expenditures,” National Tax Journal, Vol. X, No. 3, 
September 1957, p. 204. 
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programs within this common pattern.) 

Second Definition of Costs—The use 
of formulas which call for federal shar- 
ing in some minimum level of public 
services in each of the states opens up 
questions of minimum program stand- 
ards and of the cost of implementing 
such minimum standards. Thus, a 
second definition of program costs has 
come into use, namely, the cost of a 
standard minimum program in which 
the federal government participates. 
The Hill-Burton hospital construction 
program, for example, defines program 
need by an objective statistical index. 
For general hospital beds the program 
limit in which the federal government 
participates is set at 4.5 beds per 1000 
population in states with a population 
density of 12 or more persons per square 
mile. This proportion is increased to 
5.5 beds per 1000 in states with low 
population density. “Intended as the 
limits for Federal participation, the ceil- 
ings have, through the force of Federal 
regulations and instructions to the state 
agencies, tended to become established as 
definite and fixed standards of bed 
needs.” 27 

Many of the newer programs, how- 
ever, have no clearly defined minimum 
standards. In public assistance, for ex- 
ample, one, although not the major 
stumbling block to moving from an 
open-end to a closed-end grant, has been 
the complexity of formulating and 
pricing such a standard. Even in pro- 
grams with minimum standards, such as 
hospital construction or highways, fed- 
eral appropriations are often substanti- 
ally below the annual amounts required 
to meet program goals within a time 

27 Louis $. Reed and Helen Hollingsworth, How 


Many General Hospital Beds Are Needed? (U. S. 
Public Health Service Pub. 309, 1953), p. 2. 
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schedule. Program standards are pitched 
at different levels of performance, and 
appropriations are authorized to finance 
differing parts of even the defined 
standards. 

Federal shares as a consequence are 
not always the same even when identical 
matching ratios are used. In one pro- 
gram, for example, the federal gov- 
ernment may allot a state the full 
amount, which together with the re- 
quired dollar-for-dollar matching could 
finance a standard minimum program. 
In another it may allot only 20 cents of 
each $1 of minimum program costs. 
The effective federal shares are not the 
same even though the matching ratio 
may be. Matching requirements may 
even become inoperative, in a sense, ex- 
cept in those states whose programs 
are substantially below the national 
minimum. 


Grant-Induced State Budget Transfers 


We have taken almost for granted 
that differential federal reimbursement 
ratios are a factor in state budget de- 
cisions. A priori, if a state can get 90 
cents on each $1 of expenditures on 
interstate highways and only 33 1/3 
cents on each $1 spent to build hospitals, 
the state will exhaust its federal high- 
way fund allotment before spending 
anything on hospitals. Governments, 
however, do not act like individuals, 
they do not take maximum advantage 
of federal grant offerings. Some allot- 
ments of federal funds even at fairly 
favorable matching ratios are not taken 
up. There are states which still do not 
have a special categorical program for 
payments to the needy disabled. States 
sometimes adopt and finance programs 
which the state legislatures know will 
not qualify for federal funds because 
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the state law does not meet the federal 
requirements. Additional research is re- 
quired to answer the question: “ Does 
differential federal sharing induce states 
to transfer funds among programs? ” 

The Kestnbaum Commission in dis- 
cussing state budget distortion com- 
mented: “ Neither the nature nor the 
extent of distortion, however, is entirely 
clear. ... It is questionable whether 
any State, today, spends more of its own 
funds on major activities supported by 
grants-in-aid than it would were there 
no Federal support of these activities.” ** 

We know all too little about state 
budgetary decisions and the impact of 
federal grants. Two illustrations of 
state budgetary distortion arising from 
federal grants are usually given. First, 
general assistance payments are con- 
trasted with payments under the four 
aided categories—aid to the needy aged, 
blind, disabled, and dependent children. 
Second, staffing for vocational education 
is contrasted with that for general edu- 
cation. But these contrasts are between 
programs which are aided and those not 
aided. Unless the national government 
is to participate in all public services in 
states and localities, there will continue 
to be some such contrasts. 

Even in those instances in which there 
is some federal aid for one program and 
none for a related program, it is not 
clear that federal aid is the cause of 
differential state action. States may be 
spending more for old-age assistance 
payments than for general assistance, 
not because state funds are matched in 
the first instance and not in the other 
but because the aged are a strong politi- 
cal force. Political alignments responsi- 
ble for federal grants for old-age assist- 


28 Commission on Intergovernmental Relations. Op. 
cit., p. 129. 
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ance may be reflected in higher state 
appropriations for the aged. As Pro- 
fessor Anderson has suggested in an- 
other context, the functional interest 
groups “ have not plumped strongly for 
one level of government as against an- 
other, or for one method of getting re- 
sults in preference to another.” *® The 
pressures are directed at all levels of 
government as uniformly as representa- 
tion permits. 

There are a number of indications 
that state revenue raising potentials, as 
measured crudely by their incomes, de- 
termine the amounts spent for each of 
the public services. Correlations be- 
tween per capita income and per capita 
expenditures tend to be high for func- 
tions in which federal aid has not played 
a significant part in raising the level of 
public services in low income states. As 
shown below correlations of per capita 
expenditures in the states in 1957 and 
per capita personal income are higher 
for functions without substantial fed- 
eral support than for functions which 
are so supported: 


Correlation of 
Per Capita 
Expenditures and 
Per Capita Income 
Local school systems ... .64 
Hospitals 67 
Health 40 

.20 


Functions 


While differential federal grants lessen 
interstate variations in levels of public 
services by giving larger proportionate 
support to the poorer states, the pro- 
gram effort of the states out of their 


29 William Anderson, The Nation and the States, 
Rivals or Partners? (Minneapolis: University of Min- 
nesota Press, 1955). 
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own taxing resources is not necessarily 
affected. Table IV shows the expendi- 
tures from state and local funds (ex- 
clusive of charges and fees) as a per cent 
of personal income for four categories 
of public functions. Some of the high 
income states, like Delaware, make a 
comparatively low effort for each of the 
programs whether aided substantially by 
the federal government or not. Others 
in the high income group of states, such 
as California, make a higher relative ef- 
fort for the programs with less federal 
support than those with larger support. 
In the low income groups there are il- 
lustrations of the same diversity in re- 
sponse of state program effort to federal 
aids. The comparatively higher pro- 
gram effort in the poorer states reflects 
in part the limitation of their resources, 
for despite Mississippi’s above average 
effort for education, highways and pub- 
lic welfare, per capita expenditure levels 
are substantially below the average for 
the nation.* 

While the budgetary effects of differ- 
ential aids may not be those supposed, 
there is still reason for questioning dif- 
ferential federal sharing of costs. 

Certainly the present grant formulas 
do not properly represent differences in 
national interest in the different pro- 
grams. The need for coordination is 
especially urgent in programs which are 
closely interrelated. When related pro- 
grams are administered by different local 
agencies and are supported by varying 
amounts of federal dollars for each non- 
federal dollar, the problems of working 

80 The agreement in ranks of program effort in a 
state for each of the four program areas shown in 
Table IV is statistically significant. Kendall’s coeffi- 
cient of concordance was computed for the state pro- 
gram effort ranks (based on unrounded percentages) 
in the four expenditure series. W=.415; x?=78.0. 


The agreement in ranks is significantly greater than 
would be expected by chance. 
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TABLE IV 

EXPENDITURES FROM State AND Locat Funps as Per Cent or Personat IncoME, 1957 
States Ranked in Order . 

of Average of 1956-57 Education Highways Health and Public 

, Hospitals Welfare 

Per Capita Income 

United States ......... 3.6% 1.9% 7% 5% 
DADO ok aidiccivsitid vice 600 3.1 1.0 5 3 
COMLONG: , cow cccsececes 3.0 3.6 7 A 
ke NS Pees 33 12 12 6 
CEE > 6s iain bs ess soe¥s 4.1 15 8 7 
New Jersey .....cccccscoes 29 1 6 3 
PEE bse eset oieccs coos 2.9 16 6 A 
PERE bis epee bnesantes 3.6 a3 6 A 
Massachusetts ........+00- 28 2.4 1.1 9 
COR nC idus Caden cebenss 3.1 17 5 5 
NEE oo weap weenie kes 42 19 8 5 
oer 3.3 2.2 8 3 
WUT SS cicsci voces 45 23 9 8 
Pennsylvania .........ee0- 3.0 13 6 5 
Rhode Island ............. 28 1.5 8 7 
0 ES ae oy ee 38 16 5 3 
PIPOOINE n.00scccceds ener 53 28 5 5 
MNES: Vick evanickabaese 43 21 5 14 
SL aie cecewsseseeeees 4.7 23 6 6 
BE 0 504.5%4 se pkeceeeses 29 14 5 6 
ES Sven bythe scaena's 3.5 2.5 7 6 
DE, cGCc as cee eu ees 48 2.7 6 6 
New Hampshire .......... 33 34 8 6 
POE, os cvesccesccss 4.7 24 9 7 
ESS ee ee eee 3.2 23 7 3 
SON. FiRasecessbasesvces 3.9 2.0 A 3 
MOON 5.51. asia apd vacawas on 43 38 7 7 
REC eee eee eo 42 3.1 A a 
I, Cicé ws cnneeexncedes 53 22 5 A 
PEED. 5s bbe sh pee edese 3.7 22 6 A 
TM cdabiees Cuccpdeeeeaes 5.0 1.7 5 6 
BE kins cAinnicl sks 40 06» 3.2 26 6 6 
MEL 5 sconceuncercenes ee 3.2 2.4 6 2 
MENG. assis casecshevees 42 3.6 8 bj 
OS er Te erry errr ee 44 2.7 6 5 
SRO MEMENOD sau ccceceeteee 53 24 7a A 
ME Sc aGlGsssicese ce 44 26 5 14 
ESE 49 2.7 9 13 
WERE ViIFBMIB 6.0cccccccess 3.5 Wy 3 A 
| RRA eer 40 19 bef 5 
North Dakota ............ 48 3.9 8 5 
South Dakota ............. 46 3.6 A A 
ce SOP yore ee 3.5 a3 6 3 
pS ES 3.4 2.1 5 A 
North Carolina ........... 40 1.7 6 3 
RSS oriwc ae tsi ese 34 2.7 A 6 
South Carolina ..... eats 48 18 5 3 
SE eee See 3.5 2.4 5 6 
SEEN ies etsabeesiss 3.9 3.1 6 6 





Source: Computed from U. 8. Bureau of the Census, 1957 Census of Governments, Com- 
pendium of Government Finances, Tables 22 and 31; U. 8S. Bureau of the Census, Compendium 
of State Government Finances in 1957, Table 8. 
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out effective coordination become even 
more difficult. For programs not so 
closely interrelated a uniform set of 
formula guidelines would help to im- 
prove the public understanding and ac- 
ceptance of grants. 


Capacity—Need Measures in 
Grant Formulas 


Newer grant-in-aid formulas now in 
use (or proposed) which seek to vary 
the amount of a federal grant with the 
need for public services and with a 
state’s capacity are more complex than 
the formulas enacted earlier. The in- 
crease in the number of factors means 
more variables which can be modified 
in the legislative process.** These grant 
formulas have 3 objectives: 


—a uniform level of program 
throughout the nation as a mini- 
mum or foundation 

—a uniform fiscal effort on the part 
of each state to support such a 
minimum program. 

—an equal (or other designated) 
sharing with the states (or states 
and localities combined) in the 
costs of the program for the coun- 
try as a whole, on an average dollar- 
for-dollar (or other) basis. 


31 Professor Musgrave, in a 1959 paper on “ Theo- 
retical Aspect of Fiscal Federalism” for the National 
Bureau of Economic Research Conference on Public 
Finances, outlines a number of equalization formulas 
and examines these with regard to their distributional 
results, and their incentive or disincentive effects. In 
each of these schemes he makes explicit the state of 
origin of the central grant funds and assumes that 
the amounts collected by the central fisc from all the 
states for subsidy purposes exactly equals the total 
amount of the subsidy. In the formula presented be- 
low the source of the federal grant is not considered; 
in other respects the elements which determine the 
size of the subsidy are similar to those included in 
Professor Musgrave’s Plans 5 and 9. 


BARRIERS TO FEDERAL GRANTS-IN-AID 


Methods of Expressing a Formula 


The operation of such a formula can 
be expressed in several ways: 

1. One way is to define total program 
need. (Usually, as indicated earlier, 
this measure is determined indirectly 
through the appropriation process by the 
amount of federal funds made available 
and the required state and local match- 
ing shares.) If, then, each state is called 
upon to contribute a uniform percent- 
age of its capacity toward financing this 
program (the percentage set so that, for 
the country as a whole, states raise, for 
example, one-half the total cost), the 
difference between program need in each 
state and the state’s share of costs would 
represent the amount of federal grant. 
The total of these federal grants would 
represent one-half the nationwide costs 
of the program. For each state the 
grant would vary directly with need 
and inversely with state capacity in such 
a way as to achieve the stated objec- 
tive.*” 

2. Another way of stating at least a 
part of the formula is to emphasize the 
relative share of the federal govern- 
ment in a given state’s total program ex- 
penditures, rather than the relation of 
one state’s share of program expendi- 
tures to total funds contributed by all 


32 The formula may be expressed as: 


N; Cc. 
Gs=2G —* G c 
G =Total federal grant; also total state 
expenditures, and Gs the grant to a 
state; 
N = Total need, and N, the need of a state; 
C =Total federal grant; also total state 
capacity of a state; 


3 
Ge =Share of a state in relation to total 
state expenditures; 


2G = =A state’s share of total need. 
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states.** 

In such a statement the percentage 
share nationwide is set so that the fed- 
eral government will contribute the 
designated share of all money spent to 
meet minimum program needs. The 
proportion of federal funds in the min- 
imum program cost for each state is 
varied from this average share inversely 
with the relative capacity per unit of 
need in accordance with a combination 
of an index of need and an index of 
capacity. 

3. Still another method of stating the 
formula is to express both need and 
capacity in terms of a unit of need; for 
example, per person in a state. The 
basic statement is otherwise similar to 
the first method presented above. In 
converting to either total program need, 
total state share, or total federal grant, 
the figure for need per unit would have 
to be multiplied by the total number of 
such units in the state. This method is 
expressed in various education proposals 
as a grant sufficient to finance a mini- 
mum program of a specified number of 
dollars per capita in each state, assuming 
a state effort equal to a specified uni- 


83 The relation of the federal share in a state to 
the total cost would be: 


1-1/o{ +E], 


which is equivalent to the relative shares derived 
from the first method of statement. 

The federal grant in a particular state, when ex- 
pressed as a percentage of total expenditures from 
federal and state funds combined for the state’s pro- 
gram, would be 

Cs 
2G N -G cC 
or alternatively as, 


» GNs GC. 
N C 

= | * E : 
N N 


this is equivalent to: 


1-1/2[(Cs/C) + (N;/N)]; 
or 1—1/2[(Cs/Ns) + (C/N)]. 
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form proportion of per capita income. 

Why express the formula in one way 
rather than another? The problem in 
part must be resolved in terms of ease 
of understanding, familiarity to state 
and local governments, applicability to 
a variety of programs, and convenience 
of expression. The first method appears 
to follow more closely than do the other 
two the program objectives, namely, 
uniform minimum program and uni- 
form state effort. However, the second 
method points up the matching ratios, 
or the relative federal shares, which 
could be used across the board from 
program to program. Many other argu- 
ments have been advanced in favor of 
the matching ratio formulation. Some 
of these arguments are: 

The first two variable grants enacted, 
the Hill-Burton Act and the National 
School Lunch Act, use a method which 
emphasizes federal-state matching ra- 
tios. 

Allotment formulas provide a meas- 
ure of the maximum federal grant of- 
fered to a state. States may decide to 
raise an amount less than the full share 
required to take up the maximum allot- 
ment and accordingly the amount of 
federal grant must be reduced. This 
step requires that the relation of federal 
participation to state participation be 
established for each state even if the 
allotment formula is expressed in other 
terms. 

The federal percentage formulation 
can be applied in grant programs for 
which there is no allotment; the fed- 
eral government simply matches the 
amounts spent by the states, as, for ex- 
ample, in the public assistance grants. 

Measures of Need in Relation to Use 
of Capacity Measures—One has a choice 
of emphasis between two sets of objec- 
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tives in the design of such a grant for- 
mula—1) the achievement of a nation- 
wide minimum program with uniform 
state tax effort, and 2) the achievement 
of uniform matching ratios from pro- 
gram to program to reduce the problem 
of interprogram competition for each 
state’s funds. This choice arises despite 
identical results derived from different 
ways of expressing a formula because 
of the different measures of need ap- 
propriate to the various federal grant 
programs. For example, children of 
school age are used in the School Lunch 
Program, all children under 21 years 
of age in the grant programs of the 
Children’s Bureau, needs for hospital 
beds in the Hill-Burton program. These 
different measures of need result in dif- 
ferences in the index of capacity of the 
states per unit of need and, therefore, 
different matching ratios. 

Since measures of need vary from 
program to program, however, equaliza- 
tion of state tax burdens to finance these 
minimum needs can be achieved only 
at the price of differences in matching 
ratios among different grant programs 
within a state; or, conversely, uniform 
matching ratios from program to pro- 
gram can be achieved only at the cost 
of differences in fiscal burdens among 
the states. 

Perhaps of even greater importance 
in explaining the variations in federal 
grants is the number of components of 
a single formula which may be com- 
bined in different ways. The concepts 
and arithmetic of a formula are obscured 
in the process of applying such criteria 
as the following: What is the resulting 
grant to each state? How much would 
each state have to raise as its share of 
costs? How does this relate to its cur- 
rent expenditures? To this list must be 
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added for an ongoing program the ques- 
tion: Which states gain and which states 
lose federal funds? 


State Program Action 


Even if each issue is resolved in favor 
of uniform federal sharing in the costs 
of nationwide minimum programs in a 
state, the state may not fulfill the ob- 
jectives of this uniformity. Let us as- 
sume each state (and local) dollar at- 
tracts the same number of federal 
dollars whatever the program purpose. 
The impact of the federal dollar thus 
is neutral as among programs. But a 
number of state_fiscal practices tend to 
foster the support of some programs 
rather than others. 

Among the fiscal practices which im- 
pede the achievement of a balance be- 
tween programs in a state are: a) pro- 
gram differences in distribution of 
financial responsibility between the state 
government and the localities, b) dif- 
ferences in the extent that taxes for pro- 
gram support are earmarked, and c) 
differences in intrastate aid formulas 
and in budgeting of state aid monies. 

The process of transition from the 
present differential federal shares to 
more uniform shares would require in- 
trastate finances to be adjusted. As- 
sume first that the share for only one 
program is lowered to bring it into line 
with other aid programs. The impact 
of the reduced federal funds might fall 
on the state government, on counties, 
or on other local governments depend- 
ing upon the source of the program sup- 
port within the state. The tax which 
would have to be raised to offset a re- 
duced federal share might be a state 
tax—typically a sales levy—or property 
taxes of local governments. If an ear- 
marked tax is used to finance the pro- 
gram, the rate or the base of the ear- 
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marked levy would have to be changed 
so as to increase revenues. 

Assume further that not one but 
many programs are affected by the im- 
plementation of uniform federal shar- 
ing. Despite the fact that total federal 
grants to a state might be increased, in 
some programs the state might gain 
from an enlarged federal share, in others 
the localities might gain. Additional 
state expenditures might be required, 
while localities gain some tax relief. Or, 
states may gain tax relief at the expense 
of additional local expenditures and 
higher property taxes. State aid pro- 
visions for specific purposes sometimes 
embodied in constitutional or charter 
provisions make adjustment to changes 
in federal aids even more complex. In 
some instances too, taxes are earmarked 
for special purposes by state constitu- 
tions. 


Summary 


Differences in federal shares of pro- 
gram cost may not be as serious a factor 
in state budgetary decisions as sometimes 
is assumed. For most programs, more- 
over, changes in the federal share would 
necessitate considerable adjustment of 
internal state finances and probably also 
adjustment of state and local responsi- 
bility. Complete uniformity is not a 
feasible goal, given the diverse histori- 
cal development of the various public 
services. However, greater uniformity 
could be achieved. Greater uniformity 
would doubtless contribute to a better 
understanding of the machinery of the 
federal aid structure. 

What seems to be indicated are gen- 
eral guidelines for the development and 
improvement of grant-in-aid formulas. 
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Departures from these general rules 
would then require special justification. 
Such a justification would necessitate a 
careful assessment of the objectives of 
any specific aid program and of the de- 
tailed provisions for allotment and 
matching in relation to these objectives. 
It would also necessitate review of the 
relation of the specific program pro- 
posed to other federal grants. Aid pro- 
grams and their purposes, in the light 
of changing public service needs, also 
need to be reexamined periodically. 

This suggestion assumes that cate- 
gorical grants are desirable in that they 
facilitate the granting of federal funds 
for narrowly circumscribed purposes of 
special national concern and permit ap- 
propriations to be tailored to the sums 
required to carry out these purposes. 
National leadership appears necessary to 
stimulate the development of some pub- 
lic services and to give direction to the 
content of these services for a period of 
time. 

A word of caution on extending cate- 
gorical aids, however, is necessary. It 
is patently possible to fragment each 
program area into a series of parts—to 
divide the needy into groups of needy, 
to divide disabilities into a large num- 
ber of disease categories, to divide edu- 
cation into a number of subject matter 
fields. Each of these programs, in turn, 
can be divided by age groups, and into 
other special population groups. The 
greater the number of these segments 
which are aided, the more difficult be- 
comes the task of coordination. The 
greater the number of delimited aids the 
greater the danger that existing pro- 
grams will fail to meet a current prob- 
lem when circumstances change. 





CONDITIONAL GRANTS-IN-AID FOR SCHOOL 
CONSTRUCTION IN MASSACHUSETTS 


ROGER C. VAN TASSEL * 


N 1948, the Commonwealth of Mas- 

sachusetts established legislation de- 
signed to stimulate the construction of 
new schools. While the method used— 
conditional grants-in-aid to the mu- 
nicipalities—has certainly contained a 
considerable stimulus, it has also tended 
to bias communities toward the con- 
struction of expensive facilities. More- 
over, at the same time, state supervision 
has been ineffective in holding costs to 
a minimum. In addition, many munici- 
pal officials have argued that the basis 
for distributing these grants is in- 
equitable. This article examines the 


operation of the Massachusetts system 
of conditional grants-in-aid for school 


construction, noting some of the major 
weaknesses. 


OBJECTIVES OF THE PROGRAM 


The Massachusetts School Building 
Assistance Act established within the 
Department of Education a five-mem- 
ber Commission (hereafter abbreviated 
as SBAC) with major powers and 
responsibilities for carrying out the pro- 
gram of accelerating school construc- 
tion. The legislative grant of responsi- 
bility is sufficiently general that the 
Commission has considerable discretion- 
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ary power in setting up the conditions 
under which the grants are to be made. 
In delegating the power to the Com- 
mission to work out the standards to be 
observed in making the grants, the legis- 
lature did outline the general objectives 
of the program. 

These objectives were to encourage 
school construction—especially of re- 
gional schools—and to improve the 
quality of new school sites and con- 
struction. The use of conditional 
grants provides the encouragement for 
accelerated school construction. The 
Commission has the right to define what 
constitutes “‘ acceptable” and to deny 
grants for those projects deemed un- 
acceptable. In addition, the Commis- 
sion can apply different standards to 
different communities and may alter its 
definitions of “‘ acceptable standards ” as 
educational practice indicates. 

While acceleration of school con- 
struction and improvement of school 
site and construction standards were the 
primary objectives of the program, the 
legislature included additional objec- 
tives as well. The SBAC was directed 
to compute grants on the basis of the 
estimated cost or a lesser amount. This 
provision, plus the statement that the 
““Commission shall, from time to time, 
by regulation, establish maximum unit 

1Chapter 645 of the Acts of 1948; An Act to 
Encourage the Establishment of Regional and Con- 
solidated Public Schools and to Provide Financial 


Assistance to Cities and Towns in the Construction 
of School Buildings. 
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costs of construction ” clearly implied 
the intention of the legislature that 
projects be denied if too costly.” 

Another important objective, im- 
plicit in the method of determining the 
size of the grant, was that of providing 
partial relief to local property taxpayers 
in those: municipalities most heavily 
burdened by the cost of school con- 
struction. This objective was to be ac- 
complished by basing the formula used 
to determine the size of a municipality’s 
grant on two principal factors: assessed 
valuation and the average number of 
pupils in attendance. 


PROCEDURE 


Through its authority to set standards 
and to deny grants for substandard 
projects, the SBAC has the power to ac- 
celerate adequate construction and to 
discourage substandard construction. 
Further, the SBAC uses grants which 
favor regional schools to encourage the 
formation of regional districts. Briefly 
the detailed procedure to be followed by 
communities desiring school construc- 
tion grants were spelled out as follows: 

(1) Applications from communities 
applying for SBAC help were required 
to be filed according to prescribed form, 
giving detailed information about the 
proposed site, structure, and costs; (2) 
The Commission would then examine 
all aspects of the project and notify the 
applicant of the estimated project cost 
if the latter were approved; * (3) After 


2 Ibid., Sec. 8. 


8 The approved project cost is of considerable im- 
portance. The amount of the grant received by a 
community is determined by multiplying this cost by 
the percentage allotted to it through the application 
of the formula used in calculating grants. In no case 
will the grant be less than 20 per cent or more than 
65 per cent of the total approved project cost. 
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receiving preliminary approval, the ap- 
plicant would complete architectural 
and other plans and submit these to the 
Commission; (4) On the basis of the 
final plans and the approved project 
costs, the Commission would approve a 
state construction grant. 

The power to withhold grants for 
“inadequate ” projects constituted the 
Commission’s main method of accom- 
plishing its objective of upgrading 
school construction. A municipality 
could build a new school without SBAC 
approval, but with a minimum grant of 
20 per cent for approved projects, it 
did not seem likely that independent 
construction would bring a saving equal 
to the state grant thus sacrificed.* 

After the total approved cost of a 
project had been set, the state grant 
would then be determined by using the 
state building assistance formula. The 
formula was designed to vary the per- 
centage of the total project cost to be 
borne by the state, the objectives being 
to accelerate construction and share the 
burden equitably. As noted, the for- 
mula used bases the grant on both as- 
sessed valuation and the number of 
pupils.® 

4The town of Millville did carry out a project 
without SBAC approval (or funds). The town 
added rooms to an old school on a site declared inade- 
quate by the SBAC. The SBAC refused state aid and 
the town appealed to the legislature in 1958 to pay 
half the cost of the project. The bill filed to accom- 


plish this purpose was defeated. Worcester Evening 
Gazette, January 14, 1959. 


5 Chapter 645, op. cit.; (a) “ The total construc- 
tion grant for any approved school project in any 
city or town shall be one-fourth of the product of 
the final approved cost of the project multiplied by 
the equalized valuation per pupil in net average at- 
tendance for the entire Commonwealth divided by the 
equalized valuation per pupil in net average member- 
ship of the city or town; provided, however, that no 
grant shall be approved for an amount of less than 
20 per cent or more than 50 per cent of such ap- 
proved costs. (b) The total construction grant for 
any approved regional school district shall be one- 





No. 3] 


The operation of the formula results 
in a substantially larger state grant 
toward the construction of regional 
schools and for schools in areas where 
the school population is high relative to 
assessed valuation. In calculating the 
size of grant, the SBAC compares the 
communities’ “equalized valuations ” 
with the state-wide total of assessed 
valuations. The “ equalized valuations ” 
used were determined in 1945 and are 
currently the basis for apportioning 
various state-collected taxes to the mu- 
nicipalities.® 

The other term in the formula, “ net 
average membership,” is taken to be the 
daily average number of students in 
attendance. For regional schools, the 
average membership is aggregated for 
the towns in the districts.” 





third of the product of the final approved cost of the 
project multiplied by the equalized valuation per 
pupil in net average membership for the entire Com- 
monwealth divided by the total equalized valuation 
per pupil in the total net average membership of the 
towns comprising such district, provided, however, 
that no grant shall be approved for any amount less 
than thirty-five per cent or more than sixty-five per 
cent of such approved cost.” Section 9. Part C of 
Section 9 outlines the formula for grants to county 
schools. These grants are made on the same basis as 
the grants to cities and towns. 


8 Because of widely divergent assessments through- 
out the Commonwealth—in spite of a requirement 
that all assessors should value property at 100 per 
cent of full and fair value—local assessment figures 
are not used for the distribution of state funds to the 
municipalities. Because of the political problems in- 
volved in the general reallocation of state grants that 
would occur if the equalized valuations were brought 
up to date and used as the basis for distribution, the 
legislature has continued to use the equalized valua- 
tions of 1945. The 1945 valuations of local assessors 
were adjusted to 100 per cent of fair market by 
examination of the prices of marketed properties. 
These valuations were made official with the passage 
of the Equalization Act of 1945, Chapter 559 of the 
Acts of 1945, 


7 Massachusetts Legislative Research Council, Re- 
port Relative to the Fairness of the State Subsidy 
Formula for Local School Construction, June 22, 
1959, p. 9, 
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These two factors—equalized valu- 
ations and net average membership— 
determine the amount of aid to be re- 
ceived. The formula for grants to cities 
and towns is written: X=% (V/v). 
X is the per cent of aid on approved 
projects. V is the equalized valuation 
per pupil in net average membership for 
the state. This figure ($8,912.91 in 
1957-58) was obtained by dividing the 
state total of equalized valuations of 
$6,932,748,779 (1945 determination) 
by the statewide net average member- 
ship of 777,832 (1957-8 figures) .* The 
same procedure—dividing equalized as- 
sessments for the city or town by its 
average membership—gives the figures 
for v. 

If, for example, a town in 1957-58 
had an equalized valuation per pupil of 
$9,000, it would receive 14 times 


8,912.91 + 9,000.00 or 24.8 per cent of 
the cost of an approved project. A few 


simple modifications of this example il- 
lustrate how the formula is designed to 
help those communities with larger 
numbers of students relative to assess- 
ments and especially to accelerate re- 
gional schools. If we assume another 
city or town with the same assessment 
figure but a larger number of students, 
the percentage of the cost covered by 
the grant would be larger. Consolidation 
of school districts was encouraged, how- 
ever, by fixing a floor grant of 35 per 
cent of cost for regional construction 
projects. 

If a local government planned to 
finance its share of the cost of a project 
out of current revenue or reserves, no 
further state control beyond that of 
the SBAC would be exercised. But if, 
as in most cases, the project was to be 


8 Massachusetts Legislative Research Council, op. 
cit., p. 33. 
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financed in part by borrowing, it was 
required that the project as passed by 
the SBAC should be submitted to the 
Emergency Finance Board for con- 
sideration.® 

Under the Act an approved grant 
was not to be paid to municipalities in 
one lump sum. If a municipality or 
regional district were to borrow less 
than 50 per cent of the total cost of 
the project, it would receive its grant 
from the state in five equal annual in- 
stallments. If, however, the munici- 
pality or regional district were to bor- 
row more than 50 per cent of the cost 
of the project, the grant would be pay- 
able in equal annual installments during 
the years over the life of the related 
bond issue.’° In the absence of reserves 
or adequate current revenues, these pro- 
visions had the effect of forcing mu- 
nicipalities to borrow the full amount 
of the project cost. The annual state 
grant (payment), as a fraction of the 
cost, was scaled to meet the appropriate 
amount of bond maturities.” 


9 The Emergency Finance Board was established in 
1933 (Chapter 49 of the Acts of 1933) with the 
anticipation that it would be liquidated once the de- 
pression ended. However, the EFB has come to play 
a considerable role in the debt control of municipali- 
ties in Massachusetts. In Massachusetts, bonds may 
be issued without referenda, so, in order to control 
the issue of debt, the state has defined purposes for 
which borrowing is legitimate and specified a limita- 
tion (based on assessed valuation) upon its munici- 
palities. As long as a municipality wishes to borrow 
for an authorized purpose, such as school construc- 
tion, it may do so. Once it is at its debt limit, 
additional borrowing is possible but subject to the 
approval of the EFB. 


10 Chapter 645 of the Act of 1948, Section 9. 


11 Thus even if the SBAC goes out of existence on 
June 30, 1965, as is scheduled, there will be initially 
large (but steadily decreasing) costs until the grants 
are paid. That part of the municipal borrowing for 
the project which is to be repaid by the state grant 
is not included within the municipalities’ debt limit. 
Chapter 645 of the Acts of 1948, Section 8. 
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Since most school construction debt 
is issued for a twenty-year period, the 
effect of the provision permitting grant 
payments over a five year period for 
communities borrowing less than 50 
per cent of the approved project cost 
was to reward those communities which 
were able to hold their borrowing below 
this figure. A community receiving a 
grant spread over five years would have, 
over the life of the project, smaller in- 
terests costs than a similar community 
receiving an equal grant spread over a 
twenty-year period. Unfortunately, 
relatively few Massachusetts cities have 
taken advantage of provisions in the 
law permitting accumulation of re- 
serves. Thus, this provision has had less 
effect on restraining municipal borrow- 
ing than had been hoped. 

From the viewpoint of the state, the 
system of spreading grants over a five- 
to twenty-year period was believed to 
have an additional advantage. In as- 
suming an obligation to pay a grant, the 
state provided the financial stimulus to 
localities to accelerate school construc- 
tion, but the immediate drain on an al- 
ready precarious state budget would be 
held to a minimum.” 

Under the allocation formula regional 
districts benefit particularly since their 
grant percentage is calculated by mul- 
tiplying the valuation factor by 1/3 
instead of 14, as in the case for cities 
and towns. This variation in the for- 
mula, plus more liberal treatment in the 
definition of maximum and minimum 
aid percentage, was the method used to 
give particular stimulus to regional 
schools. 

The above description outlines the 
operation of the Massachusetts system 


12 Massachusetts Legislative Research Council, op. 
cit., pp. 22 and 23. 
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of grants. While the program has had 
considerable success, there have been 
increasing criticisms of the SBAC and 
the method of distributing school con- 
struction aid. In succeeding sections, 
this system of grants for financing 
school construction will be evaluated 
according to its effectiveness in accom- 
plishing its purposes—encouragement of 
regional school districts, improvement 
and acceleration of school construction, 
equitable apportionment of the cost of 
the program—and the effect of the 
program on the cost of school con- 
struction. 


REGIONAL SCHOOL DISTRICTS 


The development of regional schools 
was a major purpose of the school 
building assistance program. Educators 
have increasingly urged the introduc- 
tion of a wider variety of specialized 
courses and programs, and most Massa- 


chusetts towns had too few pupils to 
justify the expenditures required for 


such innovations. In 1945, 219 out of 
312 towns in the state had populations 
of less than 4,000.12 Most of these 
towns had only a few hundred children 
of school age, but they faced the prob- 
lems of increasing school population, in- 
adequate classroom space, and inability 
to finance “ proper ” new schools with- 
out excessive reliance on property taxes. 

By encouraging several towns to com- 
bine into a regional school district, with 
power to issue bonds and allocate costs 
to member towns, it is possible to pro- 
vide better schools at less cost. For ex- 
ample, it has been estimated that ad- 
jacent towns with school populations of 
240 each might need to build an eight- 
room building costing $400,000. If 


13 Massachusetts Legislative Research Council op. 
cit, p. 19. 
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these two towns were to combine to 
build a regional school, total construc- 
tion costs would be as low as $650,000, 
not $800,000 if the towns built separate 
structures.'* The savings derive partly 
from savings on the land required, 
partly from administrative, assembly, 
and gymnasium facilities, and partly 
from the more efficient classroom utili- 
zation that is possible. In addition to 
construction economies, it has been 
argued that regional schools would pro- 
vide a saving in operating costs as well. 
Because of these hoped-for advan- 
tages, the legislature provided the more 
liberal grants for regional districts in 
the hope of accelerating the forma- 
tion of regional districts. Even with 
this economic encouragement, however, 
some towns that are too small for their 
own high schools find contiguous towns 
or cities unwilling to join with them. 
Some problems have arisen in the 
operation of regional districts. These 
districts often comprise several towns. 
If the people in any one town are dis- 
satisfied, they may pull out of the dis- 
trict. Also, if the regional school needs 
to be enlarged, voters in all of the 
towns must approve. Even if a large 
majority of the voters in a district wish 
an expansion, a majority in any one 
town can exercise 2 veto.’” The neces- 
sity of getting and keeping agreement 
among voters in several political juris- 
dictions may prove a considerable ob- 
stacle to the regional school program. 


14 Ibid., p. 19. 


15 The Tantasqua Regional School district illus- 
trates this problem. On three separate occasions, 
voters in one town—Brookfield—have effectively 
blocked an expansion. Voters in this town believe 
the operating costs of the existing school are too high, 
that space is not used well, and are unwilling to vote 
for an expansion of facilities. 
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IMPROVING AND ACCELERATING SCHOOL 
. CONSTRUCTION 


To a very great degree, improvement 
in Massachusetts school building is 
synonymous with new construction, 
particularly under the grant program 
since funds are not awarded for re- 
modelling and seldom for additions to 
“‘older” schools. By the late 1940s, 
school buildings were generally quite 
old and inadequate. 

A survey published in 1955 showed 
only 26 per cent of the school buildings 
in Massachusetts satisfactory, while 46 
per cent were considered fair and 28 per 
cent were considered unsatisfactory.’”® 
This is slightly better than the national 
average but does indicate the substantial 
proportion of substandard schools. 
Many buildings were so old as to be 
educationally obsolete even if still 
structurally sound. More than 50 per 
cent of the school buildings were over 
30 years old, and an additional 25 per 
cent were over 50 years old.*7 By 1959, 
the status of Massachusetts school build- 
‘ings had been improved greatly. A 
second study of building quality in 1959 
showed that the proportion of satis- 
factory schools had increased from 26 
to 40 per cent while the “ unsatis- 
factory ” group had been reduced from 
28 to 14 per cent.’® 

This improvement in the quality of 
school buildings obviously stems from a 


16 Massachusetts State Department of Education, 
Massachusetts Public School Facilities Survey, Sep- 
tember 1955, pp. 20-1. 


17 Massachusetts Legislative Research Council. “ Re- 
port Relative to School Construction Methods and 
Cost and Uniform Architectural Plans.” 
No. 675) February 26, 1958, p. 23. 


(Senate, 


18 Massachusetts Legislative Research Council. “ Re- 
port Relative to the Fairness of the State Subsidy 
Formula for Local School Construction.” June 22, 
1959, p. 8. 
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large construction program. Since 
1950, when the school building assist- 
ance program began, some 834 projects 
with a total of $505 million have been 
approved. Over a twenty-year period, 
the state will pay $187 million toward 
the cost of these projects.’® The addi- 
tion of 834 new buildings is a very con- 
siderable increase considering that there 
were only 2,071 buildings in 1950. 
This construction does not represent a 
pure net gain, however, since some 
older structures have been lost, and the 
school population has continued to in- 
crease. 

An additional factor helping to im- 
prove the quality of school construction 
is the discretionary power of the SBAC 
to deny state funds for projects that do 
not meet its standards. The loss of the 
state grant is a high price to pay for 
avoiding the SBAC standards. Since 
the town of Millville failed in its efforts 
to get the legislature to award it a 
special grant in spite of SBAC disap- 
proval, it does not seem likely that 
many other municipalities will be en- 
couraged to avoid the SBAC.” Local 
officials complain that this discretion is 
an interference with home rule. How- 
ever, if the legislation is to accomplish 
its avowed purposes of accelerating and 
raising the standards of school construc- 
tion, it is a necessary power. The stand- 
ards could perhaps be more clearly de- 
fined and uniform, but the principle of 
aid conditional upon meeting of stand- 
ards is a familiar and effective one. The 
discretionary power of the SBAC is an 
assurance that the state grants will only 
be awarded to the communities con- 
structing satisfactory schools on appro- 
priate sites. It is possible to disagree 


19 Ibid., p. 8. 


20 See note 5, page 220. 
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with particular standards set by educa- 
tors, but far more difficult to disagree 
that discretionary power is needed if 
standards, at whatever level, are to be 
achieved. 


THE DISTRIBUTION OF GRANTS 


The system of grants was established 
because the legislature became con- 
vinced that municipalities would be un- 
able to carry out an adequate school 
construction program unaided. The 
real property tax is the largest source of 
local revenue, and with increased tax 
demands for public services in the post- 
war years, the property tax burden in- 
creased considerably. From 1945 to 
1955 inclusive, while property taxes in- 
creased 99 per cent, assessed valuations 
increased only 31 per cent.” Thus, in 
order to accelerate school construction, 
without undue pressure on the property 
tax, a program was needed that would 
bias local expenditures toward schools 
and would distribute state grants to 
communities on a basis that reflected 
differences in needs and ability to pay. 
While it is agreed that the program has 
helped to accelerate school construction, 
municipal officials—especially from the 
larger cities—have argued that the dis- 
tribution has not been fair. 


Source of Funds for the Grants 


A major criticism rests on the reason- 
ing of local officials that the state is not 
contributing any of its own funds 
toward grants for school construction. 
Rather, they argue, the state is 
“skimming the cream” of public 
revenues and is distributing on a con- 
ditional basis funds that rightfully be- 
long to the municipalities on an uncon- 
ditional basis. 


21 Massachusetts Fiscal Survey Commission, “ First 
Report,” House No. 2385 of 1955, p. 14. 
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The legislature is currently appropri- 
ating $10 million for school building 
aid. This money, paid from the personal 
income tax receipts, ““ was formerly in- 
cluded with such total proceeds dis- 
tributed annually to cities and towns 
solely on the basis of equalized assessed 
valuations (namely, local assessed valu- 
ations ‘equalized’ to a 100 per cent 
market value, using recent real estate 
sales as a guide). Under the state 
school subsidy program of the last de- 
cade, the above town-city disparity is 
attributable to a formula which dis- 
tributes the $10 million of subsidy to- 
ward local school building projects on 
the basis of not only the former factor 
of equalized valuations but also the new 
factor of school membership.” ** 

There is some historical basis for the 
view of municipalities that these tax re- 
ceipts are rightfully their own. In 
1916, the legislature withdrew the au- 
thority for municipalities to tax in-. 
tangibles under the general property 
tax. At the same time, and to com- 
pensate localities for this loss of tax 
money, each locality was declared to be 
entitled to receive as a state distribution 
from the newly enacted personal in- 
come tax an amount equal to what it 
would have received under the old local 
tax on intangibles.** Local officials have 
interpreted this action as a promise that 
they would continue to receive their 
share of these monies and be able to use 
them as they saw fit. But as early as 
1919, the legislature began to cut into 
these funds, authorizing state grants to 


22 Massachusetts Legislative Research Council. “ Re- 
port Relative to the Fairness of the State Subsidy 
Formula for Local School Construction.” June 22, 
1959, p. 7. 


23 1938, Massachusetts House Document, No. 1703, 
p. 186. 
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communities meeting a recommended 
teachers’ salary schedule. Since 1919, 
the legislature has continued this process 
of “ skimming the cream,” particularly 
to finance educational purposes. The 
School Building Assistance program is 
an extension of these actions. 

There are weaknesses in some phases 
of the building assistance program, but 
it is basically a logical program. In 
consideration of the very straitened fi- 
nancial conditions of the larger cities, 
it would have been preferable perhaps 
if the school construction grants had 
been financed without tapping funds 
the cities had come to expect uncondi- 
tionally. This view may be given fur- 
ther emphasis since the construction 
grants are distributed according to a 
formula less favorable to the cities than 
is used for distributing the personal in- 
come tax receipts. If the personal and 
corporate income tax revenues were 
considered strictly as state revenues, the 
issue of appropriate state contributions 
to local government could be properly 
and more effectively examined as a sep- 
arate issue. 


Fairness of the Distribution 


The over-all system of state distribu- 
tions is complicated, if not chaotic; 
however, the impact of the school con- 
struction program is more clear-cut. 
Assuming these funds would have been 
distributed unconditionally according to 
the 1945 equalized assessments had there 
been no construction grants, the larger 
cities would have fared better than they 
did. By basing the school construction 
grant on assessed valuations and school 
population, the poorer communities 
with relatively large school populations 
receive larger amounts. ‘This is con- 
sistent with the objectives of the pro- 
gram, but by retention of the 1945 
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valuations as the basis for distribution, 
considerable inequity has arisen. Towns 
that have greatly increased their assessed 
valuations may actually be receiving 
larger grants than in the first years of 
the program. For example, one “ sub- 
urban town has increased its valuations 
from $2.4 million in 1945 to $15.9 mil- 
lion in 1958, an increase of 56 per cent. 
According to the formula, however, the 
town has grown poorer, since its valua- 
tion per pupil dropped from $4,378 in 
1950 to $1,368 in 1958.” * 

Table 1 illustrates the hypothetical 
impact on state grants of shifting equal- 
ized assessed valuations to a 1959 base. 
As far as the school construction pro- 
gram is concerned, cities would gain at 
the expense of the larger towns. The 
average percentage of state aid to cities 
would increase from 20.5 to 26.0 per 
cent while it would decrease for the 
large towns from 40.1 to 26.1 per 
cent. Small towns would be affected in 
much the same way as the larger towns. 

Grants based on 1945 valuations are 
inequitable in the sense that great dif- 
ferences in the economic growth of 
communities are ignored in calculating 
grants. Basing a system of grants on 
both valuations and pupils is a reason- 
able way of assisting toward the equal- 
ization of the burden of school con- 
struction, but the valuation figures need 
to be brought up to date if the purposes 
of the program are to be accomplished 
equitably. Although the larger cities 
are penalized by using the 1945 valua- 
tion figures in calculating school con- 
struction grants, it should not be 
inferred that this failure to bring valua- 
tions up to date is entirely to their 


24 Massachusetts Legislative Research Council. “* Re- 
port Relative to the Fairness of the State Subsidy 
Formula for Local School Construction.” June 22, 
1959, p. 47. 
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TABLE I 
Comparison oF State ScHoot Burtpine Ar in 54 Serectep COMMUNITIES 
on Basis or Actuat 1945 AND Proposep 1959 EquaLizep 
ASSESSED VALUATIONS 








Proposed 1959 Equalized Valuations 





1958 Net 
Average 
School 
Membership 


Name of Locality 


Amount 
(Millions) 


Present 
Per Cent 
State Aid 

1945 
Valuations 


Amount 

Per Net 

Average 
Membership 


Per Cent of 
State Aid 





(a) Nine Cities 


86,453 
27,657 
25,711 
12,750 
13,247 


10,492 
11,798 
9,934 
4,251 
777 832 


Worcester 
Springfield 
Fall River 


Cambridge 
Somerville 


$ 2,230.0 
591.5 
651.0 
270.0 
301.6 


425.5 
223.1 
221.2 
175.9 
19,257.4 


Average Per Cent Grants in Nine Cities 


$25,794 
21,387 
25,320 
21,176 
22,767 


40,555 
18,910 
22,267 
41,378 
24,758 


24.00% 
28.94 
24.44 
29.23 
27.19 


20.00 
32.73 
27.80 
20.00 
26.04 


(b) Twenty Larger Towns (Over 5,000 Population) 


6,779 
4,193 
6,352 
5,034 
4,796 


3,696 
2.713 
2,532 
3,330 
1,771 


2,651 
2,137 
1,541 
1,628 
1,923 


1,405 
1,994 
1,370 
1,823 
1,930 


Brookline 


Lexington 
Needham 


Winchester 
Stoneham 


Chelmsford 
Middleboro 
Northbridge 
Grafton 
Whitman 


Westwood 
Westboro 
Wayland 
Burlington 


290.1 
171.5 
144.7 
119.4 
162.6 


105.2 
69.1 
92.3 
62.1 
40.6 


47.7 
38.2 
40.7 
29.7 
31.1 
36.6 
62.5 
37.4 
49.7 
43.2 


20.00 
20.00 
27.17 
26.10 
20.00 


21.74 
24.30 
20.00 
33.19 
27.00 


34.40 
34.63 
23.43 
33.93 


42,794 
40,902 
22,780 
23,719 
33,903 


28,463 
25,470 
36.453 
18,649 
22,925 


17.993 
17,876 
26.411 
18.243 
16,173 


26.050 
31.344 
27.299 
27.263 
22.383 


Average Per Cent Grants in 20 Towns 





Source: See fn. 24. 


disadvantage. The bulk of state distri- 
butions are based on the 1945 assessed 
valuations only. Since the cities have 
declined relative to the suburbs, they 
would lose over-all by applying more 
recent valuation figures.”° 


251t has been computed that if the 1945 assessed 
value base were replaced by current equalized assess- 
ment figures, Boston’s share of state distributions 
would fall from roughly 21 per cent to 14 per cent 
of the total. At the other extreme, the suburban 
town of Holden would receive triple its current 
amount. 
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Some of the loss to the larger cities 
is inherent in the formula of grants 
which favor those communities with 
larger numbers of students in relation 
to their tax base. The argument of the 
cities should be that their greater as- 
sessed valuations do not really reflect 
greater ability to pay for schools. 

In addition to the criticism of the 
formula, two other objections have been 
raised concerning the fairness of the 
program. A major objective of the 
program has been the acceleration and 
upgrading of school construction via 
conditional grants to meet part of the 
cost of mew construction. Restricting 
grants to new construction was satis- 
factory for suburban communities that 
required additional facilities. Cities, 
however, often did not require new 
facilities so much as they required con- 
siderable remodelling. Cities required 
new schools also, but with decreasing 
populations and grave financial pres- 
sures, grants for remodelling would fa- 
cilitate an upgrading of the school 
buildings.”® 

Should remodelling grants be per- 
mitted, it would be necessary to define 
carefully the eligibility for such grants. 
In keeping with the objectives of the 
program, grants for remodelling should 
be restricted to projects that could 
bring old buildings to reasonable stand- 
ards for site and structure. In addition, 
remodelling grants should be sufficiently 
restricted to avoid paying for deferred 
maintenance. 

Another objection relates to the fact 
that grants are based on the approved 
cost of construction only; site acquisi- 
tion is excluded. This seems to treat all 
alike, but, in fact, discriminates against 


26 Massachusetts Legislative Research Council, op. 
cit., pp. 39-41. 
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the larger urban areas where site costs 
are likely to be higher.”” 


EFFECT OF THE PROGRAM ON 
CONSTRUCTION COSTS 


In Massachusetts, as elsewhere in the 
U.S., the allegation that schools cost too 
much to build is frequently heard. Be- 
cause school construction does cost a 
great deal—representing a major item 
of local government expenditure—and 
because it is very hard to compare school 
construction costs, it is easy to blame a 
program such as the school building as- 
sistance program in Massachusetts for 
inflated school construction expendi- 
tures.2*> As will be discussed in this 
section, there are weaknesses in the 
Massachusetts program that contribute 
to higher cost schools, yet much of the 
explanation of these higher expenditures 
rests upon the accelerated construction 
and rise in construction costs generally. 

Table II indicates the considerable 
increase in school construction expendi- 
tures. 

In its early years, the building pro- 
gram was relatively modest, but now it 
represents 20 per cent of the total of 
state aid to schools.*® Even though the 
SBAC is scheduled to cease operations 
on June 30, 1965, the program will con- 
tinue as a major item in state educa- 
tional expenditures because of continu- 
ing annual payments of the grant to 
meet the state’s share of maturing obli- 
gations on school buildings. 


27 Tbid., p. 40. 


28 Ibid, p. 19 and p. 27. In 1948, when the 
SBAC was established, annual borrowing for school 
construction by municipalities stood at almost $12 
million and represented almost one-quarter of all new 
debt issued by Massachusetts cities and towns. By 
1959, school debt had risen to 60 per cent of the 
total debt of local governments in the state. 


29 Ibid., p. 23. 
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In spite of differences in standards 
and lack of comparability in reporting, 
there is some evidence that Massachu- 
setts’ schools are not only costly but are 
also occasionally too costly.*° Figures 
cited in an article by U. S. News and 
World Report indicated that only New 
York of 35 states checked had higher 
school construction costs.** While this 
study was based on cost figures from 
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apparent. In 1958 dollars, costs range 
from $15.47 to $24.03 per square foot 
and from $1,153 to $2,250 per pupil.** 
The SBAC has been interested in raising 


_ standards to a reasonable minimum; 


however, it would seem that greater at- 
tention should have been given to limit- 
ing grants for schools in the upper cost 
ranges. As long as reasonable minimum 
statewide standards are enforced, it is 


TABLE II 


Numpser or Approvep ScHoot Prosects AND Estrmatep Costs AND State Arp 
Fiscar Years 1950-1959 








No. Approved Projects 
Annual 





iscal 
vue Tene Cumulative 


Cumulative 
State 
Aid 


Project Costs (Millions) 
Annual 





Cumulative 





1950 140 
1951 73 
1952 
1953 
1954 


1955 
1956 
1957 
1958 
1959 (Est.) 


140 
213 
307 
362 
456 


547 
643 
735 
769 
834 


$46.0 
35.0 
52.3 
34.7 
63.0 


54.0 
69.0 
63.0 
30.2 
58.0 


$ 46.0 
81.0 
133.3 
168.0 
231.0 


285.0 
354.0 
417.0 
447.2 
505.2 


$ 140 
26.0 
43.0 
56.0 
76.0 


96.0 
122.0 
150.0 
159.4 
180.8 





Source: Massachusetts Legislative Council, op. cit., p. 22. 


the U. S. Office of Education, informa- 
tion is lacking on what is included in 
“construction costs” for the years ex- 
amined and for the types of schools 
studied. 

There is evidence that projects have 
been approved with widely varying costs. 
Even after adjusting the construction 
costs for price level shifts, a very con- 
siderable variation in approved costs is 


80 Some states report “ construction costs ” as those 
expenditures for erecting the building only, others in- 
clude some site and furnishing costs. 


81 U. §. News and World Report, “Are Taxpayers 


Getting Their Money’s Worth in Schools?” Vol. 
LXIII, No. 11, September 13, 1957, p. 52. 


questionable whether liberal state grants 
should go for the more elaborate struc- 
tures. 


SUMMARY 


Judged according to the state’s ob- 
jectives in the 1948 law, the Massa- 
chusetts program of conditional grants 
has been a mixed success. Formation 
of regional schools has been encouraged, 
although there are developing problems 
in these districts as school populations 

32 Massachusetts Legislative Research Council. “ Re- 
port Relative to School Construction Methods and 


Costs and Uniform Architectural Plans.” (Senate, 
No. 675) February 26, 1958, p. 104. 
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increase. The quality of school con- 
struction has been upgraded by en- 
couraging an expanded building pro- 
gram and enforcement of minimum 
standards by the SBAC. Upgrading 
could be further accelerated—and 
larger cities benefitted—if grants for 
remodelling were permitted. 

The program cannot be judged as 
successful in sharing the cost of school 
construction equitably or in keeping 
costs under control. Equalization of 
the burden of new construction cannot 
be accomplished readily by use of equal- 
ized valuations alone—too many other 
economic factors affect a community’s 
ability to pay—and certainly cannot be 
accomplished if the equalized assess- 
ments are not kept up to date. 

It is true that the program does 
discriminate against the larger cities. 
Were current assessed valuations used, 
much of this complaint would be ended. 
However, it must be remembered that 
a program for accelerating school con- 
struction by state grants may necessarily 
discriminate against the larger urban 
areas requiring fewer schools. The issue 
in judging a particular program is its 
efficiency in accomplishing the stated 
objectives. The issue of ‘fairness’ can- 
not really be determined by looking at 
just one part of the state distribution to 
municipalities but requires an evaluation 
of the over-all impact of the various state 
distributions. 

If there is to be effective control of 
costs, there will have to be some major 
changes in the distribution of grants. 
The precentage of the project cost to 
be paid by the state is determined by 
the formula and if, as is the case for 
many towns, the percentage is high, the 
community may be biased in favor of 
elaborate structures. The more elabo- 
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rate structures cost more than modest 
facilities, but the state grant will pay 
a given share no matter what the cost. 
If the SBAC would set a limit to maxi- 
mum approved costs for various types 
of schools, this problem would be 
eliminated without loss of the important 
discretionary power of the SBAC to re- 
fuse grants for substandard projects.** 

A number of other states help finance 
local school construction and have de- 
vised better plans for keeping down 
costs. In Connecticut, the basic method 
for awarding grants is as follows: (a) 
“In the case of a new elementary school, 
$500 for each pupil which the school is 
designed to accommodate or one-half 
the cost of the project, whichever is 
less; (b) in case of a new secondary 
school, $700 for each pupil which the 
school is designed to accommodate or 
one-half of the cost of the project 
whichever is less.” ** There are some 
modifications of this method, one im- 
portant one being a “ bonus” of $100 
per pupil for construction of regional 
schools. Under this plan, the com- 
munity does not receive a fixed per- 
centage of the total cost of the school. 
However, since an alternative maximum 
limit is defined, the less expensive the 
school, the larger the part of the cost 
paid by the grant. The Connecticut 
system differs in another major regard. 
No approval by a discretionary agency 
such as the SBAC is required for the 
grant. The state board of education 
may review requests for grants, but 


33 The Commission was directed to establish ‘t max- 
imum unit costs of construction” in order to accom- 
plish this purpose. Chapter 645 of the Acts of 1948, 
op. cit., Section 8. The SBAC has not yet set such 
standards nor has it refused projects because of exces- 
sive cost. 


34 Connecticut School Building Assistance Act; 
Public Act No. 593 of 1957, Section 5. 
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may disapprove “only so far as such 
application does not comply with the 
requirements of the state fire marshall 
or the state department of health.” * 
These plans work better at keeping 
costs within control. However, they 
may not prove satisfactory as the Massa- 
chusetts system could be in equalizing 
the burden of school construction costs. 
Flat grants do not reflect differences in 
the financial abilities of various com- 
munities. The Massachusetts program 
is costly but gets schools built where 
they are needed. If the grants were 
distributed on the basis of 1959 valua- 
tions, or some more complicated measure 
of ability, and if the SBAC were more 
cost conscious or the legislature set a 
limit on grants for various types of 
school construction, the Massachusetts 
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program would be at least as effective in 
encouraging construction and less ex- 
pensive as well. 


35 Ibid., Section 3, California, Washington, Dela- 
ware, and a number of other states make awards sub- 
ject to a ceiling similar to the Connecticut system. 
Such devices seem to contain less of biasing of a com- 
munity toward extravagant schools, yet can contain 
ample stimulus toward school construction through 
generous awards. In these systems, however, the ab- 
sence of a discretionary supervising authority limits 
the trend toward equalizing facilities. Where finan- 
cial resources within a state are quite unequal, it is 
appropriate for some communities to try to achieve 
more economical facilities as the resources dictate. 
Where intra state equalization is a vital issue, a sys- 
tem that gives greater allowance for poorer districts 
is appropriate. The Connecticut Act has such a pro- 
vision. Additional state aid is given if the state 
board finds that (1) the town or district is finan- 
cially unable to complete such projects, and (2) the 
standard of education in such town or district will 
deteriorate unless a hardship grant is received for 
such project ....” Ibid., Section 7. 





STATE TAXES NOT BUSINESS BARRIERS 


DIXWELL L. PIERCE * 


(Editor’s Note: Journal articles have sometimes included bits of 
dialogue but this is the first to develop serious points of view and 
a major proposal for tax reform exclusively in dialogue form.) 


* No, state taxes are not business bar- 
riers, even though they sometimes 
put us to a lot of trouble.” 


William Davis, comptroller of a 
manufacturing corporation marketing a 
large volume of products nationwide, 
made this response to a question imply- 
ing that state and local taxes impede 
trade between states. He and three 
other men were at luncheon, talking 
* shop.” They were attending the Four- 
teenth Annual Conference of the Tax 
Executives Institute, Inc., held last fall 
at French Lick in southern Indiana. 

Frank Crane had made the inquiry. 
An attorney, he had been retained by a 
group of manufacturers to urge federal 
legislation restricting the power of the 
states to tax net income derived from 
interstate commerce. Although not a 
member of the sponsoring organization, 
he had been invited to speak at one of 
the conference sessions. 

Carl Collins, a state tax commissioner, 
was there by similar invitation. Under- 
standably, he did not share the views 
expressed by Mr. Crane, and had been 
gratified by what Mr. Davis had said. 

* The author is Executive Secretary of the Cali- 
fornia State Board of Equalization. 


1 This mame and the three that follow are fic- 
titious. The discussion is real in the sense that the 
author heard these views expressed while he was a 
guest at the most recent conference of the Tax Ex- 
ecutives Institute. 


George Lambert, the fourth member 
of the group, had been listening in- 
tently. Treasurer of a mercantile com- 
pany operating retail stores in several 
states and doing a wide-spread mail 
order business, he was a member of the 
Tax Executives Institute as was Mr. 
Davis. What his colleague had said 
moved Mr. Lambert to add: 


“You are right, Bill. Complying 
with state and local tax requirements 
causes us many headaches. This is 
particularly true with respect to 
transactions across state lines. We 
could wish for a greater degree of 
uniformity in revenue laws, as well 
as for better interrelation of their re- 
quirements when business involves 
more than one state.” 


State Tax Demands Alarming 


“That is just the point,” interjected 
Frank Crane. “ All too often when 
a company wants to develop a market 
for its products in another state, its 
management is dissuaded from doing 
so because of tax complications. 
Many of the manufacturers included 
in the association that I represent are 
relatively small in contrast to an en- 
terprise like yours. To you these tax 
requirements are merely annoying. 
To them they are positively frighten- 


” 


ing. 
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Carl Collins stirred uneasily. The 
trend of the discussion disturbed him. 
He felt the need to say something in re- 
sponse to the criticism directed toward 
state tax laws. 


“You are painting the picture darker 
than it really is, Frank. Ill admit 
that it is not an easy job to keep 
posted on the various provisions of 
revenue laws in the fifty states. Then, 
too, there are wide differences in ad- 
ministrative practices. 


““T’ll agree that it would be desirable 
to promote uniformity. This we are 
doing through our National Associa- 
tion of Tax Administrators. It was 
organized right here in Indiana in 
1934 and held its second meeting in 
this very hotel twenty-five years ago. 


““' There is much less variation today 
in state tax laws and their adminis- 
tration than there was then. No 
small part of this improvement is due 
to the cooperative effort of the tax 
administrators themselves.” 


Conditions Improving for Taxpayers 
At this point Mr. Davis broke in: 


“Don’t be too upset, Carl, by what 
Frank has said. No doubt these small 
business men whom he represents are 
having state tax difficulties. But all 
of this is relatively new to them. I’ve 
been in this game for thirty years and 
I can see lots of improvement, which 
I’m sure is going to continue. 


“If Frank thinks things are rough 
now, he ought to have been around 
in 1930. Property taxes were de- 
linquent to an alarming extent. In 
this extremity, states and their local 
governments were trying to develop 
other revenue sources. 


“As is so often true when things 
have to be done in a hurry, there was 
a good deal of confusion. What with 
new sales and use tax laws, and other 
untried revenue measures, the life of 
a corporate tax executive was not an 
easy one. Besides, business was try- 
ing to weather the very depression 
that was causing the governments so 
much trouble.” 


“But that was almost thirty years 
ago, Bill,’ Frank Crane rejoined de- 
fensively. “If the states are ever go- 
ing to snap out of this confusion they 
ought to have done it by now.” 


“Not so fast, my boy, not so fast! ” 
This friendly admonition came from 
George Lambert, who had been nod- 
ding agreement to the comment of 
Bill Davis. 


“When I said that we have a lot of 
state and local tax headaches, I didn’t 
mean that I believe that things are 
going from bad to worse. Quite the 
contrary! I’ve not been doing tax 
work as long as Bill has, but in the 
past fifteen years I’ve seen much im- 
provement, both in state tax laws and 
their administration. 


Tax Administrators Cooperative 


“I’m inclined to agree with Carl that 
a good deal of this is attributable to 
the coordinated effort of state and 
local tax officials. There is still plenty 
of room for improvement, but let’s 
not sell state tax administration 
short.” 


“Thank you, George, for those kind 
words. Believe me, they are most en- 
couraging to a tax administrator, 
who generally hears more complaints 
than compliments.” Continuing, Mr. 


Collins said: 
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“Seriously, though, we must recog- 
nize that being a tax official is scarcely 
a good way to win a popularity con- 
test. Yet, I am constantly reminding 
my staff that our only hope of doing 
a decent job is to secure the coopera- 
tion and good will of taxpayers. 
Without their help, we would be 
working against insuperable odds. 


“* Perhaps in the old days it was feasi- 
ble for a revenue commissioner to 
come up with the basis for a tax bill 
by some mystic formula. If that was 
ever so, certainly it isn’t now. To- 
day, most taxes are self-assessed. A 
taxpayer figures out how much in- 
come, sales, use, or gross receipts tax 
he owes, and sends his payment along 
with the return. Even in the prop- 
_ erty tax field, the assessor must rely 
pretty much on information fur- 
nished by the taxpayer. 


Tax payer-Administrator 


Teamwork Needed 


“Naturally, there has to be someone 
to audit these reports from taxpayers 
and to make sure that the law is be- 
ing uniformly observed. But the tax 
administrator can’t do the whole job 
satisfactorily unless the taxpayers, or 
at least most of them, try to make 
correct returns in the first instance. 


“In our tax administrators’ associa- 
tion we have been stressing the im- 
portance of furnishing taxpayers with 
clear, well designed forms on which 
to file their reports. These need to be 
supplemented by concise but explicit 
rules and interpretations of the law. 
The administrator must be prepared 
to answer the taxpayer’s questions 
promptly and clearly, because, no 
matter how carefully we try to cover 
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problems by our rulings, there are al- 
ways exceptional situations requiring 
special consideration. 


“ After all of this is done, we still 
need good auditors to make sure that 
the law is being uniformly under- 
stood and applied. In many instances, 
the auditors can help taxpayers cor- 
rect errors that would be perpetuated 
otherwise. Not all of these mistakes 
are in the taxpayers’ favor. You 
would be surprised at the number of 
letters in my files from grateful tax- 
payers whose overpayments have been 
called to their attention by my audit 
staff.” 


Suddenly, the tax commissioner was 
silent, embarrassed by the realization 
that he had been talking for several 
minutes and might be guilty of mo- 
nopolizing the conversation. 


“Don’t apologize, Carl. That is 
something that all of us ought to 
hear—and heed. You are absolutely 
right when you say that sound taxa- 
tion can be achieved only by cooper- 
ation between the tax administrator 
and the taxpayer.” 


Tax Laws Often Faulty 


Mr. Davis continued with this thought 
by observing: 

“The trouble that plagues us both is 
that we are often expected to work 
under laws that are not well designed 
for the practical purpose of raising 
revenue simply and efficiently. They 
are shot through with provisos and 
exceptions, and frequéntly are con- 
tradictory in cheir terms. 


“This may not be the fault of either 
of us. Yet it may be. Sometimes 
when tax men like ourselves could 
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share our special knowledge and ex- 
perience with state legislators, we 
don’t. Instead, we hang back, or, 
worse, We come in with suggestions 
for special treatment that make the 
law a complicated mess. 


“ Instead of working together at that 
stage, the corporate tax men and tax 
administrators are at cross purposes. 
To combat what you regard as un- 
reasonable exceptions urged by us, 
you tax administrators are prone to 
advocate provisions that we find un- 
duly harsh. When we display this 
antagonistic attitude toward one an- 
other, the legislators are apt to be- 
lieve the worst about both of us. The 
results please no one. 


*“We must remember that being a 
state lawmaker is not a full-time job. 
Nor is the average legislature well 
supplied with tax experts. It may 
have a drafting service—usually over- 
worked—in which some conscientious 
person may do his best to write into 
tax law the ideas supplied to him by a 
legislator without a clear conception 
of what should be done.” 


Frank Crane countered with some 


impatience: 


“ Ali that you say may be true, but 
the fact remains that state tax laws 
are a mess—particularly as applied to 
corporations that want to do business 
in several states. With fifty legisla- 
tures all turned loose to pass laws tax- 
ing business, what can you expect? 


Supreme Court Decisions Upsetting 


“Most of us in the legal profession 
have been lulled into a sense of se- 
curity so far as interstate business is 
concerned by assuming that the Fed- 
eral Constitution would protect our 
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clients. After those United States 
Supreme Court decisions? earlier this 
year, we are not so sure. 


““ Apparently a state can levy a net 
income tax on a company that ships 
goods into its territory, even though 
the firm does no intrastate business 
there. All that is necessary is for the 
state to establish some sort of ‘ nexus’ 
or connection between itself and the 
corporation.” 


“That term ‘nexus’ puzzles me,” 
said Mr. Lambert. “In order that 
there be a sufficient connection, how 
much does the corporation have to 
do? Does it have to have an office? 
Or employees? Or store property? ” 


“Well, we weren’t sure after those 
decisions. We were afraid that they 
might lead to the conclusion that just 
shipping property into a state pur- 
suant to a mail order sale would mean 
that the seller would have to pay a 
state tax there on part of its income.” 


“Ts that what was before the Court 
in these cases? ” 


““No. In the Georgia case,* the out- 
of-state corporation maintained a 
sales-service office in Atlanta. Sala- 
ried employees worked there, but, ex- 
cept for a little office equipment, the 
company had no property in the 
state, and all orders were sent to its 
main office in Alabama for accept- 
ance.” 


“Didn’t the other case* involve a 


2 Northwestern States Portland Cement Co. v. Min- 
nesota; Williams v. Stockham Valves & Fittings, Inc., 
358 U. S. 450, 79 S. Ct. 357 (February 24, 1959). 

3 Williams v. Stockham Valves & Fittings, Inc., 
supra, N.2. 

4 Northwestern States Portland Cement Co. v. 
Minnesota, supra, N.2. 
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Minnesota tax? ” 


“Yes. There the company was an 
Iowa corporation selling its products 
in Minnesota. It maintained a sales 
office in Minneapolis, staffed with its 
employees, but as in the other case, 
orders were sent out of the state for 
acceptance, and the company had no 
stocks or bank accounts in the taxing 
state.” 


“Well, I don’t see anything so un- 
usual about a decision that each of 
these companies would have to pay a 
net income tax to the state in which 
it was maintaining an office of this 
kind. Hasn’t that been the rule for 
some time? ” 
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garded as coming within the principle 
laid down by the Court? ” 


“Yes, I suppose you might put it 
that way.” 


“It sounds a bit like an incident in 
‘Through the Looking Glass’ when 
the Queen remembered that she was 
going to stick her thumb, and cried 
out from the anticipated pain.” 


“ George, this was no fairy tale. Lots 
of attorneys were worried about what 
might happen to their corporate 
clients. They thought the only safe 
course was to urge the Congress to 


” 


act. 


While this dialogue between Mr. 


Lambert and Mr. Crane had been pro- 
gressing, Mr. Collins had grown fidgety. 
Now he interrupted: 


“ Actually, yes, but in deciding these 
cases, the Supreme Court used lan- 


guage which indicated that, absent 
congressional action to the contrary, 
the states have broad power to tax in- 
come from interstate commerce. 
There was considerable apprehension 
that the states would start to use this 
power broadly, causing much incon- 
venience and uncertainty so far as 
corporations are concerned.” 


““ What do you mean ‘ uncertainty ’? 
Wouldn’t the companies know that 
they might be liable for the tax? ” 


“Well, yes, but they couldn’t be sure 
just how much of their income might 
be taxable in this way. There is no 
standard formula for allocating in- 
come between states, you know.” 


Anxiety Over What Might Happen 


“Then the real trouble was not what 
happened to these two companies, but 
worry over what could happen to 
some other companies under different 
circumstances which might be re- 


““ There was no need for congressional 
interference. As George has pointed 
out the decisions earlier this year 
merely upheld what the states have 
been doing for more than twenty 
years. When a few attorneys and 
some corporate executives convinced 
the Congress that small business was 
endangered by the Court’s ruling 
they were performing no public serv- 
ice. Nor were they clarifying any 
principle of tax law.” 


“That may be the way a tax admin- 
istrator looks at it,” rejoined Mr. 
Crane, “but I can tell you that lots 
of business men were plenty wor- 
ried.” 


Federal Restraint of Dubious Value 


“And now that Congress has passed 
Public Law 86-272, signed by the 
President on September 14, their fears 
are allayed? ” 


“Well, at least, the limitation which 
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that act places upon the power of the 
states to tax income derived from in- 
terstate commerce improves the situ- 
ation measurably.” 


“ That is by no means the unanimous 
view of corporate tax men. I was 
talking recently with a man who 
represents one of the largest manu- 
facturing companies in the country. 
He said that the new law is so vague 
as to guarantee endless litigation and 
so written as to invite easy avoid- 
ance.” 


Stung by this criticism of a bill on 
which he had testified favorably before 
a congressional committee, Frank Crane 
said defensively: 


“You must remember that there was 
opportunity for only brief considera- 
tion. If there is need for change in 
the law, that will be studied. The 
legislation provides for committee 
work on this with a report by July, 
1962.” 


“Perhaps if the study had come first 
and the restrictive legislation later, 
we would have had a much better 
law.” 


“But there wasn’t time. The Con- 
gress was confronted by an emer- 
gency calling for immediate action.” 


No Emergency Requiring 
Hasty Action 


“Oh, come now, Frank,” chided Bill 
Davis, “ that’s no way for a good tax 
lawyer to talk. There was no real 
crisis in state taxation of interstate 
income. A _ hastily contrived law 
such as this, which admittedly does 
not undo anything done by the Su- 
preme Court, and which merely pro- 
hibits something that the states were 
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not doing anyway, is hardly a thing 
to view with pride.” 


“Do you mean to say, Bill, that there 
is no mess in state taxation of com- 
panies engaged in interstate com- 
merce? ” 


* Of course not. There is a muddle, 
but Public Law 86-272 is no way to 
correct it.. What we really need is a 
thorough study that will lead to uni- 
form allocation of income between 
the states for tax purposes. Then 
those of us who have to prepare fran- 
chise or income tax returns to thirty 
or more states for the same company 
will find more time to think con- 
structively.” 


Then Mr. 


There was a brief silence. 
Davis added slyly: 


““When we are thinking that way, 
we won’t be so worried about things 
that haven’t happened to us, and 
probably never will.” 


Uniform Allocation Formula Needed 


George Lambert sensed that Frank 
Crane was smarting from what Bill 
Davis had said, even more than from 


the criticism of Carl Collins. Seeking 
to convince the tax attorney that there 
was some sympathy for his viewpoint, 
Mr. Lambert added in a kindly way: 


“A nationwide formula for allocat- 
ing net income between the states is 
what we’ve all been looking for. The 
trouble is that there seems to be no 
prospect for its early development. 
Committees of all sorts of organiza- 
tions have been studying the problem 
for years but we are still without a 
solution. 

** It’s understandable, then, that some 
of these small businesses have become 
alarmed at the lack of uniformity in 
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the states and have turned to the 
Congress for help.” 

*That’s just it,” said Mr. Crane. 
“We are tired of waiting for the 
states to clarify the situation. A cor- 
poration that wants to expand its 
business across state lines ought to be 
able to determine the tax conse- 
quences without entering into an in- 
tolerable guessing game. Besides, the 
variations in the state laws are so 
numerous that the cost of making all 
of the tax returns is excessive.” 


“TI agree with everything that you 
say, Frank, but I still do not believe 
that Public Law 86-272 is the right 
approach. There must be some bet- 
ter way.” 


Continuing, George Lambert said: 


“For awhile I hoped that we could 
look forward to the adoption of the 
Uniform Division of Income for Tax 
Purposes Act as the solution. A lot 
of hard work went into its drafting 
by the National Conference of Com- 
missioners on Uniform State Laws. 
It was approved and recommended 
for enactment in all the states at the 
meeting of the Conference in New 
York in 1957 and approved by the 
American Bar Association at its an- 
nual meeting that same year. 


Proposed Uniform Law Misunderstood 


“Despite such impressive support, 
only one state, Alaska, has adopted 
the uniform law. Apparently the 
proposal is misunderstood and is not 
making substantial progress. 


“You will recall that Charles Con- 
lon, Executive Secretary of the Na- 
tional Association of Tax Adminis- 
trators, pointed this out to us in his 
talk at one of our sessions just the 
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other day. I remember that he said 
that it seems to have been generally 
assumed that the Act had been 
drafted to ensure that 100 per cent 
of the taxpayer’s income would be 
subjected to tax in some state. Of 
course, this is wrong and the Act 
could only make the income taxable 
if it was fairly allocable to a state 
which had an income tax law. 


“ Basically, though, I think that the 
real reason why the states have been 
slow to adopt an act of this kind is 
that conditions vary from state to 
state so that it is hard to find an al- 
location formula that will appeal to 
all of them.” 


“Yes, George, that is the trouble,” 
agreed Carl Collins. “At our tax 
administrator meetings we have dis- 
cussed the problem frequently. It is 
hard for state legislators to be objec- 
tive in such a matter, particularly 
when they recognize that if they 
modify their existing law to conform 
to the uniform law there will be a 
loss of revenue. Budget pressures 
being what they are, there is a nat- 
ural reluctance to vote away revenues 
that otherwise can be kept at home.” 


“Of course, we have to be practical 
in such matters, Carl, but in the 
meantime what are the corporations 
going to do? Pay taxes on the same 
income in two or more states because 
of their different apportionment 
formulas? ” 


Duplicate Taxation of Income Rare 


“No, Frank, I don’t think that the 
situation is quite that bad. I have 
heard some taxpayer representatives 
say that their companies pay state 
taxes on more than 100 per cent of 
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their net income, but when I ask for 
details somehow they are never fur- 
nished. Just the same, I do believe 
that the situation calls for corrective 
action. 


“You will probably be astonished at 
what I say next. If some of my fel- 
low tax commissioners were here, 
they might be downright unhappy 
with me; yet I feel so strongly that it 
should be said that I am going ahead 
with it.” 

Before his startled listeners, Carl Col- 
lins then unfolded his idea of what 
should be done to produce order out of 
chaos in multistate income taxes. He 
began by saying: 

“State taxation respecting corporate 

net income from interstate commerce 

needs to be placed upon a sound, 
clearly understandable basis. It should 
be free from avoidable controversy. 

Unfortunately points of view in the 

several states are so divergent that 

there is scant prospect that state legis- 
latures will correct the situation vol- 
untarily. 


Congressional Standard Needed 


“ Acting in furtherance of its power 
to legislate in the field of interstate 
commerce, Congress could prescribe 
how corporate net income from in- 
terstate business is to be allocated for 
state tax purposes. To keep the law 
simple it could specify that the allo- 
cation formula should apply to the 
concept of net income for federal tax 
purposes. 


“ Although you can’t please everyone 
in a matter of this kind, congressional 
hearings would give an opportunity 
to evaluate divergent viewpoints re- 
garding income allocation. In the 


final analysis, the Congress is best 
equipped to view the situation objec- 
tively and to reach a conclusion fair 
to all of the states. 


Centralized Administration Desirable 


** Now, here comes the clincher. To 
simplify taxpayer compliance and to 
ensure impartial application of the al- 
location factors, the federal law could 
require that on the basis of a single 
report of its net income, along with 
the necessary allocation data, a com- 
pany could cover the matter for all 
states where any of its income would 


be allocable. 


“Separate administration of taxes on 
multistate income of corporations 
would be unnecessary. 


“No state would be required to tax 
corporate net income, but if it did it 
would have to follow this procedure. 
The allocation process would assure 
corporations that no income would be 
subject to taxation by more than one 
state. It would also assure the states 
that the allocation would be complete 
and impartial, and that they could 
contract with the Federal Govern- 
ment to administer their taxes for 
them much more reasonably than 
they could do so themselves.” 


““ That is a strange sort of a proposal 
to come from a state tax commis- 
sioner,” commented Bill Davis, “* but 
I like it. It makes sense. If I under- 
stand you correctly, you are not sug- 
gesting that the taxes be imposed un- 
der federal law, but only that such a 
law will specify how the states can 
impose them.” 


““ That’s right, and the fact that the 
returns would be filed with the In- 
ternal Revenue Service means only 
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that this would be done to promote 
the convenience of the taxpayer and 
to assure disinterested allocation pro- 
cedure pursuant to the pattern set by 
the Congress. The Federal, Govern- 
ment would be administering state 
taxes under what I believe would be 
an entirely workable arrangement for 
the convenience of all concerned. 


Positive v. Negative Approach 


“The whole approach is positive, not 
negative as it is in Public Law 86- 
272. It would provide a workable 
way for the states to tax multistate 
income without all the complications 
that now beset us. Yet it would not 
permit any of them to reach out for 
more than Congress thinks is fair or 
to discriminate in favor of local cor- 
porations. 


** Most important, it would leave the 
states entirely free to decide whether 
or not they wish to tax this way. As 
you know, only about three-fifths of 
them do now, and it is entirely con- 
ceivable that the other two-fifths 
may wish to forego net income taxes 


of this kind.” 


Amused by the enthusiasm with 
which Mr. Collins had been describing 
his plan, Frank Crane said whimsically: 


“Carl, you’re mixing up jazz and 
taxes with all this talk about accent- 
ing the positive. You and I have not 
been agreeing very well today, but 
this time I am with you. It’s a good 
plan, but how are we going to sell 
it?” 

**'That’s a good question. You are so 
familiar with the situation that you 
realize that there is no ready answer. 
But I don’t believe that the situation 
is hopeless. 
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““ What we need is to get some good 
organized backing for the plan. If 
business men really mean it when 
they say that they would like to have 
a systematic approach to the problem 
of taxing muitistate income, they 
ought to be willing to endorse this 
proposal. American Bar and Na- 
tional Tax Association committees 
are studying the problem and might 
well give the plan their blessing.” 


“T'd like to myself,” said Mr. Lam- 
bert, “ but I wouldn’t want to an- 
tagonize your colleagues to whom I 
now make income or franchise tax 
returns on behalf of my company. 
How can you expect state tax admin- 
istrators to be enthusiastic about 
turning a substantial part of their 
work over to the Bureau of Internal 
Revenue? ” 


Objective Approach Essential 


“It does require a high degree of 
objectivity,” conceded Mr. Collins. 
“But when the chips are down, I 
think that the merit of the plan will 
appear to any good state tax man. In 
the first place, we ar2 simply riding 
upon the coat tails of the federal net 
income tax on corporations that do 
business in more than one state. In 
the second place, there would still be 
plenty for us to do. Relieved of this 
problem, we could concentrate on 
performing our other duties better. 


“Right now corporations are pay- 
ing more than half of their net in- 
come to the Federal Government. 
After applying an allocation formula 
to much the same income, states in 
which corporations are taxed on a net 
income basis impose an additional 
charge of around a tenth as much as 
the federal tax. 
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““ Wouldn’t it be better to let the In- 
ternal Revenue Service handle the 
whole chore? The states would not 
really be giving up any important 
power because they would still have 
the right to make the policy deter- 
mination of whether or not they wish 
to tax the net income of corporations 
and, if so, at what rate. If the states 
do, the Federal Government would be 
acting merely as their agent. There 
will be those who say that state con- 
stitutions or laws will not permit 
such an arrangement, but these pro- 
visions are far from immutable.” 


Other Taxes Need Attention 


After a moment’s reflection on what 
had just been said, Bill Davis spoke: 


“Tf all the effort that state tax ad- 
ministrators now put into handling 
the returns of corporations with mul- 
tistate income could be directed to 
solving some of our other problems, 
that would be a real step forward. 
There is still a lot of confusion about 
sales and use taxes as applied to in- 
terstate transactions. Even in the 
property tax field, we have jurisdic- 
tional problems when goods are 
shipped from one state to another. 


“In these matters we cannot look to 
the Federal Government for help as 
we can respecting income taxes. 
There are no federal counterparts of 
general sales and use taxes or of the 
property tax. Here the states must 
produce their own machinery for co- 
ordination. There is a real need for 
this.” 


“There certainly is,” agreed Mr. 
Lambert. “I frequently hear dis- 
tressing tales about the imposition of 
a sales tax in one state and a use tax 


” 
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in another on what is essentially the 
same transaction. It may be legal, 
but it certainly is not fair and it 
tends to put these taxes in disrepute. 
There are similar mixups in the prop- 
erty tax due to different assessment 
practices. 

“While these difficulties may not ac- 
tually constitute barriers to inter- 
state business, they are annoying and 
disruptive of the normal channels of 
trade. They tend to cast doubt upon 
the workability of our federal sys- 
tem and eventually could become 
trade barriers. 


“ The situation calls for a better un- 
derstanding of these problems by 
business men so that, in turn, we can 
work with good tax lawyers like 
Frank, here, and good tax adminis- 
trators like you, Carl, in promoting 
legislation and administrative prac- 
tices which will minimize complica- 
tions when business is done in more 
than one state.” 


Fair Tax Treatment Goal 


“Two years ago, George, I read an 
article in the Ohio State Law Jour- 
nal® that put the whole matter 


rather neatly,” commented Mr. 
Crane. “It pointed out that inter- 
state commerce constitutes a large 
and growing share of the nation’s 
business, so that it becomes increas- 
ingly important that those engaged 
in this type of commercial activity 
pay their proportionate share of the 
expense of organized society where 
their business is done. 
“The writer went on to say that in- 
terstate commerce should pay its way, 
but should not be subjected to dis- 
criminatory burdens. He concluded 
518 Ohio St. Law’ J. 43 (Winter, 1957). 





242 


that there can be fair and efficient 
state taxation if the states cooperate 
with each other and the Federal Gov- 
ernment in developing laws and pro- 
cedures designed to achieve this goal.” 


New Advisory Commission Helpful 


“There is an encouraging develop- 
ment, Frank, along these very lines,” 
Carl Collins observed. “Under legis- 
lation signed into law by the Presi- 
dent just a few days ago ° twenty-six 
persons are to serve on a permanent 
bi-partisan Advisory Commission on 
Inter-Governmental Relations. 


“One of the assignments of the 
Commission is to recommend meth- 
ods of coordinating and simplifying 
tax laws and administrative practices 
so as to achieve a more orderly and 
less competitive fiscal relationship be- 
tween governments and to reduce the 
burden of taxpayer compliance. 


“To assure wide coverage there will 
be public members, members from 
both the Executive and Legislative 
branches of the Federal Government, 
the state governments and local gov- 
ernments. Some of the appointments 
are made by the President, others by 
the President of the Senate and the 
Speaker of the House. Although the 
four Governors who will serve on the 
Commission are to be appointed by 
the President, he must select them 
from a panel of at least eight sub- 
mitted by the Governors’ Conference. 


“There are similar provisions about 
the President’s appointees from state 
legislative bodies and from local go- 
ernments. 


6 Public Law 86-380. 
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“ This is a comprehensive plan and its 
realization can do a lot toward get- 
ting the federal, state and local gov- 
ernments to work together construc- 
tively. We should all know a lot 
more about these problems as this 
Commission gets underway.” 


Knowledge is the Key 


c 


“‘ Perhaps,” mused Mr. Davis, “ it’s 
all a matter of education. Some of us 
who have been long at work in the 
tax vineyard can do with some study 
that will lead us to think construc- 
tively along such lines. But more is 
needed. Fortunately, there are new 
corporate executives in the making. 
Some of them are still in schools 
where they are getting training for 
such responsibilities that is better 
than ours of forty years ago. 


“New conceptions as to what gov- 
ernment shall do for the people re- 
quire new conceptions as to what the 
people shall do to sustain govern- 
ment. These executives-to-be have 
an advantage over us. They do not 
have so much to unlearn. With their 
help in the not too distant future, we 
may be able to prove that any bar- 
riers to business expansion between 
states are mere ribbons to be cut by 
the scissors of sound tax laws, well 
administered.” 


“For a hard bitten tax executive, 
that’s an eloquent speech, Bill, and I 
agree completely.” Then George 
Lambert glanced at his watch in dis- 
may. “It’s five after two and I am 
due at the afternoon session. The rest 
of you had better come too, because, 
believe it or not, I still have some 
more to say.” 





A SUGGESTED SHOT AT A GORDIAN KNOT 
OF INCOME APPORTIONMENT 


ARTHUR B. BARBER * 


F Alexander the Great were operating 
today, he would probably blast the 
Gordian Knot with a bomb or a rocket, 
instead of slashing it with his sword. 
The point is, however, that he would 
not exhaust himself attempting to un- 
tie it. In the field of net income taxa- 
tion in the United States there has ex- 
isted a knot which, like that of Gordian, 
has defied the repeated and sincere ef- 
forts of many highly qualified persons 
to unravel it. The strange thing about 
this knot is that the constant increase 
in the complexity of our economy, 
operating within the framework of our 


equally complex state-federal system of 
constitutional government, has served 
to make it increasingly knottier. A 
cynical person might suggest that the 
volume of the knot has also been in- 
creased by quantities of tape, red in 


color. Be that as it may, we seem 
farther than ever from any untying. 
The knot or problem to which I al- 
lude is the division of the net income of 
a multi-state business among the sev- 
eral states for purposes of the imposi- 
tion of state net income taxes. 

Having been associated with the 
problems of state net income taxation 
for many years and having read and 
listened to many of the solutions pre- 
sented from time to time by individuals, 


* The author is Senior Tax Counsel, Wisconsin De- 
partment of Taxation. 


co-authors and committees, the author 
has been impressed with the notion that 
there are numerous knots involved in 
the aggregate snarl, but that there is 
one knot that has utterly defeated the 
reaching of a practical yet equitable so- 
lution. Among the many “ birds’ 
nests” that require consideration, the 
following are a few: 

1. In what instances, if any, is sepa- 
rate accounting to be used in lieu of ap- 
portionment? Who is to make the de- 
termination? Who is to provide the 
rules of the game of separate account- 
ing if it is used? 

2. To what extent, if at all, is there 
to be used a combination of separate 
accounting and apportionment when a 
corporation has become so diversified as 
to be in two or more unrelated busi- 
nesses in several states?’ Who is to 
make the determination that a hybrid 
reporting is necessary? Who is to de- 
termine what the reporting shall be? 

3. To what extent are corporate en- 
tities to be ignored in the application of 
the unitary business theory? Are par- 
ents and subsidiaries to be included in 
the unitary unit? How about brother 
and sister corporations? How about 


1 For example, a multistate corporation which, in 
actual fact, processes cheese and also makes ladies’ 
dresses. This sort of thing is on the increase in 
America. It has been suggested that if the dresses 
were made of cheese cloth the business would be 
unitary. 
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corporations in varying degrees having 
the same or similar stockholders? 

4. What is to be deemed non-appor- 
tionable income—that is, income having 
a different situs from the “ business in- 
come” to be apportioned and/or sepa- 
rately accounted? What is to be the 
agreed tax situs of non-apportionable 
income, if any? For example, where is 
dividend income to be taxed—in the 
state of incorporation or the state of 
“commercial domicile.” If interest on 
monies invested in notes and bonds is 
generally to follow residence of recipi- 
ent, what about the net income derived 
in State A by a foreign small loan cor- 
poration, all of whose income derives 
from notes? If a line is to be drawn 
here, who is to draw it? 

§. Should a uniform statute be drafted 
for dividing net income of a multi-state 
corporation in terms of its “ doing busi- 
ness” in several states or in terms of 
carrying on activity and/or having 
property in several states for the pur- 
pose of deriving gain? 

6. Should a uniform statute be 
double-barreled so as to encompass both 
a franchise tax measured by net income 
(to get at income from instrumentali- 
ties of the United States) and also a 
plain net income tax (to get at income 
derived from interstate commerce) ? 

These items, and others of a similar 
nature, require solution before one 
reaches the main problem of what the 
apportionment formula should be. There 
can be no elimination of the overlap- 
ping (and underlapping) resulting from 
the varying provisions of state tax laws 
seeking to tax net income of multi-state 
corporations unless these problems are 
solved in addition to a solving of the 
problem of what should be a uniform 
apportionment formula.” It is not the 
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purpose of this paper to attempt to re- 
solve them, however. They have been 
merely, in a figurative sense, peeled off 
the Gordian snafu, like layers of an 
onion, to get at what the writer consid- 
ers to be the core of the central prob- 
lem—the central problem being, what 
should a uniform apportionment form- 
ula provide, and the core being the 
“* sales factor.” 

It would seem, ab initio, that a uni- 
form apportionment formula should 
have some basic characteristics. The 
following are accordingly suggested as 
minimal requisites: 

1. It should not be unduly complex 
so as to be readily understood and ap- 
plied by many thousands of persons in 
business and in government, having 
varying backgrounds, intelligence and 
education. Simplicity would eliminate 
errors and reduce record keeping and 
thus serve to reduce costs all around. 

2. It should have factors related to 
the sources of net income, as those 
sources have been determined by our 
highest courts, and no source of net in- 
come should be either excluded or over- 
weighted. 

3. It should present a reasonable basis 
for compromise of the opposed positions 
of the producing and consuming states. 

4. It should spread the net business 
income to be apportioned among the 
several states so that each of the net 
business income states would have juris- 
diction to impose a net income tax on 
such income were it so minded. 

§. It should lack susceptibility of 
manipulation for tax avoidance pur- 
poses. 


2A further problem lies in the fact that the sev- 
eral income tax states have different definitions of 
gross income and allow different deductions there- 
from. 
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The point of reference of practically 
all the discussion of the problem at hand 
has been the factors in the formulae 
currently in use in the several states to 
apportion what their legislatures have 
deemed would be a fair share of what 
the same legislatures have individually 
defined to be “ apportionable income.” 
The formula factors most commonly 
used are tangible property, payroll and 
sales, and these three factors are com- 
monly used together and given equal 
weight. Perhaps the reason why the 
discussion has centered around factors 
now in use, and particularly the three 
factors mentioned, is that no one as yet 
has been sufficiently imaginative to 
come up with something new and dem- 
onstrably better. The writer must con- 
fess to a similar insufficiency. Let us 
then analyze these three factors in rela- 
tion to the assumed requirements for a 
suitable apportionment formula. 

It would seem that a formula involv- 
ing some or all of these three factors, if 
each factor were carefully defined, 
could meet the first requirement of rea- 
sonable simplicity. The fact that we 
are able to stumble along with these 
three factors at the present time under 
variable wording in the several states 
would seem to indicate that a uniform 
wording of a formula involving some or 
all of them could be made to pass the 
simplicity test. Everything else being 
equal, of course, a formula using less 
than all of these factors would be easier 
to work with than one involving all 
three. 

As to the relation of the factors to 
the source of the net income, it is neces- 
sary to ascertain what produces net in- 
come. In this connection it should be 
noted that both the Wisconsin Supreme 
Court and the United States Supreme 
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Court have indicated generally that net 
income derives from capital or labor or 
from both combined.” While there has 
been some erosion of such definition 
over the years, it has stood up remark- 
ably well in these two jurisdictions 
longest engaged in the imposition of net 
income taxes. Since we are concerned 
here with court definitions in actual 
cases as distinguished from economic 
theorizing, we should be on relatively 
solid ground in the event of a court re- 
view of our starting point. “Income ” 
then comes from capital or labor or the 
two in combination, and on the basis of 
the author’s experience he would sug- 
gest that it usually comes from the two 
in some ineffable combination. 


A search of the ordinary three-factor 
formula for measuring-sticks of capital 
and labor discloses two, the tangible 
property factor and the payroll factor. 
The tangible property factor tends to 


measure, at least in part, the capital em- 
ployed in a business. If rented tangible 
property is included with owned tangi- 
ble property there would be a better re- 
flection of the capital used than would 
otherwise be the case. If most forms of 
intangible income are to be abstracted 
from the net business income before ap- 
portionment, there is ground for ex- 
clusion of the associated property from 
the property factor. There are, how- 
ever, forms of intangible personal prop- 
erty actually used in the production of 
net business income that are not re- 
flected in a tangible property factor in 
an apportionment formula—for ex- 
ample, cash and credits. How to reflect 


28 See Westby v. Bekkedal, 172 Wis. 114; Wis- 
consin Trust Co. v. Widule, 164 Wis. 56; Stratton’s 
Independence Ltd. v. Hawbert, 231 U. S. 399; 
Eisner v. Macomber, 252 U. S. 189. 
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such capital equitably in the apportion- 
ment formula and, at the same time, 
avoid formula complexity, frustrate 
manipulation and assure potential juris- 
diction for taxation on 100 per cent of 
the net business income has thus far 
avoided detection. Accordingly, it is 
necessary, for the time being at least, to 
fall back on the presumption that the 
intangible personal property used in the 
production of net business income per- 
forms its function in the several states 
in the same proportions as the tangible 
property used in the property factor. 
Additionally, it could be presumed that 
the end apportionment percentage 
spreads the contribution of intangible 
business property equitably among the 
several states. 

The tangible property factor has 
other weaknesses that cannot be re- 
solved. The basic supposition is that 
each $1.00 of property makes an equal 
contribution to net business income. 
Moreover, if depreciated book cost is 
used in the determination of the prop- 
erty factor, then two identical plants in 
different states, one given normal de- 
preciation and the other given a fast 
write-off (as, for example, by a certifi- 
cate of necessity) will be found to make 
an unequal contribution to the produc- 
tion of the apportionable income. Even 
were original cost or “ income tax cost ” 
substituted for depreciated book cost, 
properties performing a comparable 
function in two states, one erected or 
purchased in a period of inflation and 
the other during a depression, will be 
deemed to make substantially unequal 
contributions to the production of ap- 
portionable income. These difficulties 
cannot be obviated because of the im- 
practability of annual appraisal of the 
vast amount of property involved. 


NATIONAL TAX JOURNAL 


[Vor. XIII 


A possible further difficulty inherent 
in the property factor is the question of 
whether the location, in a state, of 
tangible property of a multi-state cor- 
poration, in and of itself, affords a suf- 
ficient nexus for the imposition of a net 
income tax by that state for purposes of 
the due process clause, and perhaps the 
commerce clause of the federal consti- 
tution. On the basis of the assumption 
that all tangible business property con- 
stitutes capital and that all business 
capital contributes to the production of 
the net business income of a business, it 
would appear to follow that a sufficient 
nexus could be found.* In this connec- 
tion there would have to be considered 
such things as raw materials or finished 
goods or supplies merely in transit in a 
state, or returnable containers in a state 
in which the taxpayer has nothing else, 
or advertising, signs, etc. Similarly, 
consideration would have to be given 
to consigned stocks of merchandise in 
the hands of independent dealers or 
warehousemen in states in which the 
corporation or business has no person- 
nel. Nor would the property factor 
provide an escape from difficult ques- 
tions of fact, as for example, when, and 
to what extent, an idle plant should be 
excluded or what should be done with 
growing timber owned by a wood proc- 
essor which timber could be used to 
supply future needs of the factory but 
could, just as well, be sold off as an un- 
cut tract of timberland. 

Despite its infirmities, however, a 
tangible business property factor can be 
designed without undue complexity; it 


3 The mere having of tangible property in a state, 
however, such as, for example, returnable containers 
or merchandise in transit, would probably be in- 
sufficient to support a franchise tax measured by net 
income or a net income tax based upon “ doing busi- 
ness.” 
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relates in a general way to one of the 
sources of net income—capital; it should 
provide an adequate income tax nexus 
where it is the only item in a particular 
income tax state; and it lacks suscepti- 
bility of manipulation. Whether it can 
present a reasonable basis for com- 
promise of the opposed positions of the 
producing and consuming states would 
depend, in part, on the factor or factors 
with which it is used, so discussion of 
this feature must necessarily be de- 
ferred. 

If it can be said that tangible prop- 
erty affords a reasonable measure of 
capital for purposes of a uniform ap- 
portionment formula, it can be asserted 
with equal vigor that payroll reflects the 
contribution of labor in the production 
of net business income. Again, of 
course, there are the assumptions. It is 


assumed that each person’s pay reflects 
his actual contribution to the produc- 


tion of net income. We all know of in- 
stances in which pay differentials reflect 
the strength and weakness of various 
labor organizations rather than indi- 
vidual achievement of workers who 
may be performing the same function. 
In other instances the percentage of 
stock ownership affects the pay of plant 
officials. Be that as it may, if labor is 
a basic contributing force in the deriva- 
tion of net business income, there is at 
the present time no better way to meas- 
ure its contribution than the use of a 
payroll factor. Practical problems exist 
here also as for example, how to spread 
the payroll of personnel that spend part 
of their time in business endeavor in 
several states. Included here are travel- 
ing salesmen, traveling business promo- 
tion men, circulating executives, trans- 
portation personnel, etc. Certainly the 
payroll of a long-haul truck driver 
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should not be spread to where he has his 
home, or the depot out of which he 
starts or the home office of the corpora- 
tion for which he works. It should be 
spread among the states on some line- 
haul basis, for it is in driving his truck 
that he is helping with his labor to pro- 
duce net income, the subject matter of 
the tax. Most of our nation’s work 
force, however, does not function across 
state lines, and a reasonable basis for 
spreading the wages of those who do 
does not seem insurmountable. 

Coming back to our suggested requi- 
sites, it would seem that a payroll fac- 
tor could be designed that would not be 
unduly complex and that such factor, 
when used in conjunction with a tangi- 
ble property factor, would not produce 
a disconcerting complexity. Payroll 
would tend to measure one of the in- 
gredients that produces net income— 
“labor,” and when used in conjunction 
with a property factor, provision would 
likewise be made for a measure of the 
other ingredient—“ capital.” If prop- 
erly designed with problems posed by 
the commerce clause and the due process 
clause of the federal constitution in 
mind, a payroll factor should provide a 
sufficient nexus for imposition of a 
broad based income tax. It should not 
be susceptible of manipulation for tax 
avoidance purposes. Whether it, when 
used in conjunction with a tangible 
property factor, would afford a reason- 
able basis for compromise among the 
producing and consuming states would 
depend on what that controversy is and 
what is meant by “ reasonable.” These 
matters will be discussed immediately, 
in our consideration of the hard core of 
our Gordian knot—the “ sales” factor. 

Students of multi-state net income 
taxation have been impressed with the 
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fact that virtually every state imposing 
a net income tax or a franchise tax 
measured by net income has some sort 
of a sales factor, but, at the same time, 
have been appalled at the further fact 
that such sales factors have different 
wordings, different weights and differ- 
ent interpretations. As the result, the 
same sales of some businesses are to be 
found in the numerator of the sales fac- 
tor of two or more states, and sales of 
other businesses escape the sales factor 
of all the states. To illustrate, assume 
a business is conducted in States A and 
B and each has only a sales factor to 
spread net income, but State A allocates 
sales on the basis of solicitation and State 
B allocates sales on the basis of where 
orders are approved. If the bulk of the 
solicitation occurs in State A and all sales 
are approved in State B, State A will 
have close to a 100 per cent sales factor 
and State B will have a 100 per cent 
sales factor, and, accordingly, the same 
net income will be taxed twice. If the 
sales are approved in State A and the 
bulk of the solicitation were to take 
place in State B in our illustration, the 
sales factor would be zero in State A 
and near zero in State B, and, accord- 
ingly, the net income would escape tax- 
ation in both states. This shifting 
around of net income by means of over- 
lapping or underlapping of conflicting 
sales factors is obscured when such fac- 
tor is diluted with one or two other fac- 
tors, but it is nonetheless present. When 
a sales factor is one of three given equal 
weight, it controls the situs for purposes 
of taxation of one-third the net business 
income. Ina particular case, the alloca- 
tion of sales can involve substantial 
amounts of tax. 

Whether the selling aspects of busi- 
ness generally, over and above their ef- 
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fect on the allocation of business net 
income via the property and the pay- 
roll factors, should additionally com- 
mand the situs of one-third of the net 
income, is questionable. Anyone so 
holding, in effect, is asserting that a 
dollar’s worth of property or a dollar’s 
worth of payroll, in either case devoted 
to the selling aspects of business, is sub- 
stantially more productive in the deri- 
vation of net income than a dollar’s 
worth of property or a dollar’s worth 
of payroll devoted to the other aspects 
of business. To the contrary, it might 
be argued with equal force that the 
payroll and property devoted to re- 
search or to finance or to purchasing or 
to manufacturing should get the nod. 
Infinitely more serious is the false as- 
sumption of the several sales factors in 
force in the several states that all net in- 
come producing aspects of each sale oc- 
cur in some one state, thus justifying, 
for purposes of the sales factor of each 
state, including or excluding in the 
numerator of the sales factor the full 
amount of each sale. Thus, for ex- 
ample, if a state’s sales factor is tied to 
solicitation of business, the entire 
amount of each of the sales solicited in 
such state goes into the numerator of 
the sales factor of such state. Similarly, 
if a state’s sales factor is tied to approval 
of orders, the entire amount of each of 
the sales approved in such state goes into 
the numerator of the sales factor of 
such state. In either case this is tanta- 
mount to saying that only a part of the 
capital and a part of the labor devoted 
to the selling end of the business pro- 
duces the one-third of the net business 
income spread about by the employ- 
ment of the sales factor in a three- 
factor formula. And the specific in- 
come producing “sales capital” and 
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* sales labor” is different in different 
states. In the “solicitation emphasis 
state,” only the capital and labor in- 
volved in solicitation produces one-third 
of the net income picked off by the 
sales factor. All the rest of the capital 
and labor devoted to selling is ignored, 
so far as spreading about of the sales 
factor one-third of the net income is 
concerned. Thus, for example, the ac- 
tivities of the general sales manager and 
his staff in passing upon credit, plan- 
ning sales campaigns, controlling ad- 
vertising, lining up dealers, coordinating 
with manufacturing, establishing com- 
missions, billing and collecting, etc. is 
disregarded. Presumably all of this is 
not income producing activity in the 
sense in which solicitation of orders in 
the field is income producing. This is 
obviously not so. The reverse of the 
picture is equally difficult to support. 
If “approval of orders” determines 
where the sales factor one-third of the 
income is to be taxed, the implied as- 
sumption is that solicitation of such 
orders by salesmen in other states is not 
income producing in the sense in which 
home office activity centering in the ap- 
proval of orders is income producing. 
Where selling activity is spread between 
the home office in State A, an inter- 
mediate sales office in State B and with 
salesmen operating thereunder in States 
C, D and E, if the orders are approved 
in State B and such state imposes a net 
income tax measuring the sales factor 
by where sales are approved, then both 
the state of the home office as well as 
the states in which solicitation of orders 
occurs are ignored in spreading the sales 
factor one-third of the net business in- 
come for purposes of net income taxa- 
tion. 

It seems evident that if selling is to 
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be singled out and exalted over other in- 
come producing activity by having one- 
third of the net business income specifi- 
cally related to it, such one-third of the 
net business income must come from 
the aggregate of the capital and labor 
devoted to selling, and not from some 
segment thereof. Of course, if it be 
falsely assumed that only a part of the 
capital and labor devoted to selling 
should be favored by a special handling 
of one-third of the net business income, 
it should be the same part in all the 
states in which a single corporation does 
business. 

In the establishment of the sales fac- 
tors in their several apportionment 
formulae it can be said generally that 
the manufacturing states have put the 
emphasis on the place where orders are 
approved or from which goods are 
shipped and the consuming states have 
put the emphasis on where the solicita- 
tion occurs or the place to which the 
goods are shipped. This basic conflict 
between the producing and consuming 
states is reflected time and again in the 
reports of the great tax associations con- 
cerning this problem. Since the yield- 
ing by either side would have profound 
fiscal effects, neither group is prepared 
to budge. The result has been a stale- 
mate which is likely to continue in- 
definitely. At the moment, those in- 
terested in favoring the state to which 
the goods are shipped appear to be more 
vocal. It is suggested that the state of 
“market ” is entitled to a special cut 
from the income tax pie. The market 
is alleged to be “ dependent upon cer- 
tain services that are provided by the 
state government in such areas.” What 
these services are remains obscure, and 
where the nexus is for the imposition of 
a net income tax where the corpora- 
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tion earning the income has neither 
capital nor labor in the market state, is 
often ignored. Frequently the state of 
the destination of the goods is assumed 
to be the state of the market for the 
goods. Such assumption is false in 
many cases where goods are shipped to 
an intermediate warehouse of a pur- 
chaser, for ultimate use or sale in other 
states. It has been suggested that “ The 
receipts factor on a destination basis 
acts as a balance to the property and 
payroll factors.” If by this is meant 
that it spreads the net business income 
away from the capital and labor which 
produced it, such a factor would “ act 
as a balance.” When it is shown that 
the destination state is without a suf- 
ficient nexus in many Cases, it is sug- 
gested that the shipping state get the 
sale instead in those cases. Implicit is 
the notion that the destination state has 
earned a net income tax by providing a 
market but the tax is to be paid to the 
shipping state which didn’t provide the 
market and therefore didn’t earn it. In 
this way the business is fully taxed on 
all its income and allegedly isn’t hurt 
since it should pay a tax on all of its in- 
come. To the contrary, a business is 
hurt and due process is defeated when 
such business pays a net income tax to 
a state in which the net income was not 
earned. And this is so regardless of 
whether less than all of the net income 
of the business is taxed. 

All of the arguments in favor of a 
sales factor of one sort or another are 
built upon two fallacies— 

1. That the capital and labor devoted 
to selling is more productive of net 
business income than the capital and 
labor devoted to the other aspects of 
business, and, therefore, there should be 
a separate sales factor to spread sub- 
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stantially more net business income to 
the selling function than is spread to it 
by the property and payroll factors 
previously discussed, and 

2. This extra one-third of the net 
business income with which selling is to 
be rewarded is all earned by one, and 
only one aspect of the selling process 
and therefore all of it goes to the state 
where such one thing occurs be it (a) 
soliciting orders, (b) approving orders, 
(c) being the destination of the goods, 
(d) being the shipping point, (e) being 
the market state, etc. 

Relating a three-factor formula of 
tangible property, payrolls and sales to 
the assumed criteria for a uniform ap- 
portionment formula, it can be stated 
that inclusion of a sales factor adds to 
the complexity of an apportionment 
formula, but that the added complexity 
would not be, in and of itself, a suf- 
ficient reason for rejection of sales as a 
factor. While a sales factor is related 
to one of the sources of net business in- 
come, namely “ selling,” the inclusion of 
a sales factor with property and payroll 
factors unduly emphasizes the role of 
selling in the production of net business 
income and assumes, without basis, that 
the capital and labor devoted to selling 
makes a substantially greater contribu- 
tion to net business income than the 
remaining capital and labor used in 
business. Moreover, the sales factors 
currently in use falsely attach to some 
one activity in the selling process all of 
the extra income improperly allocated 
to selling by the inclusion of a sales fac- 
tor. The use in all the income tax states 
of any one of the sales factors currently 
in vogue might prevent a business from 
being taxed on more than 100 per cent 
of its net business income in some in- 
stances, but none of them would be fair 
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as between the several states and, in par- 
ticular cases, could cause excessive taxa- 
tion as well. There seems to be no hope 
of all the states ever voluntarily agree- 
ing to adoption of some one of the sales 
factors currently extant because of the 
substantial revenue losses that would 
obtain in those states that would be 
called upon to yield. 

A complete elimination of the sales 
factor, however, and reliance on a two- 
factor formula of tangible property and 
payrolls may very well produce a rea- 
sonable basis tor a compromise of the 
opposed positions of the producing and 
consuming states. In this connection 
there is no reason to assume that in such 
a formula tangible property and pay- 
rolls would have to be given equal 
weight. It might very well be found 
reasonable to assume that labor is more 
productive than capital in producing 
net business income and that, accord- 
ingly, payrolls should have a 60 per cent 
weight and property a 40 per cent 
weight in the formula, or some other 
weight not exactly 50 per cent. Use of 
some of the sales factors currently in 
vogue has recently been circumscribed 
by Congress, not so much by reason of 
the tax assessed by the taxing states in 
the litigated cases, but of the danger of 
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other states with different sales factors 
taxing the identical income involved in 
the litigated cases. While use of a uni- 
form sales factor in all the states would 
tend to eliminate this danger, certainly 
adoption of some sales factors such as 
“state of market” would put net in- 
come in some states with insufficient 
nexus to impose a net income tax. 
Finally, elimination of a sales factor in 
those states using “sales approval” as 
the basis for determining their sales fac- 
tor, and the substitution of a two-factor 
formula of tangible property and pay- 
rolls would eliminate the possibility of 
tax avoidance through creation of “ sales 
approval” offices in non-income tax 
states for tax avoidance purposes. 

The hard core then of our Gordian 
Knot is the problems associated with 
sales factors in income tax apportion- 
ment formulae of the several states. 
The solution with respect to such hard 
core is not doctoring but surgery. It 
is submitted that in a uniform appor- 
tionment formula for the spreading of 
net business income of multi-state busi- 
nesses for purposes of state net income 
taxation there should be xo sales factor 
and, instead, there should be employed 
two factors—tangible property and pay- 
rolls. 
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PART III: EXPERIENCE IN 
THREE AREAS 


At LEAST three underdeveloped 
areas, Puerto Rico, the Philippines, 
and Mexico, have operated active income 
tax exemption policies over a number of 
years. Any evaluation of the technique 
must therefore take cognizance of the 
experience in these areas. In this way 
the general analysis of Parts I and II 
which placed tax exemption in the con- 
text of development strategy and ex- 
amined the value of exemption from 
the point of view of the beneficiary, 
will be made more concrete. The ac- 
tual results of an exemption program, 
of course, are an amalgam arising from 
the combined influence of what the 
government desires and the response of 
investors to the stimulus provided. In 
theory only is it possible to separate the 
two sides of the problem. In practice 
the country must live with the com- 
mingled results, and consequently it is 
to such results that countries newly em- 
barking upon tax exemption must look. 

Unfortunately, the facts of these 
three cases are not all readily available, 
and those at hand leave many questions 
unanswered. Nevertheless, it will be 
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useful to summarize the evidence con- 
cerning the economic impact of the tax 
exemption programs in these areas. In 
each case it will be possible to say some- 
thing about the extent of exemptions, 
the amount of capital involved, em- 
ployment, and the type of industry 
benefited. Some data and observations 
on the cost of the program, and the na- 
ture of and need for the stimulus will be 
included. Before entering this discus- 
sion, however, it will be necessary to say 
a little about the character of the econo- 
mies and the particular laws under con- 
sideration. 


A. The Economies 


The economies of Puerto Rico, the 
Philippines, and Mexico may not be as 
representative as is desirable. Each area 
has the heritage of a Spanish colonial 
period and maintains close economic ties 
with the United States. Puerto Rico, of 
course, is a part of the United States, 
and the Philippines only achieved inde- 
pendence from this country in 1946. 
Each of the areas has the characteristics 
of economies in the earlier phases of in- 
dustrialization, having broken the pat- 
tern of stagnation and moved into a 
stage of economic expansion. In fact 
the national product has been growing 
during the past few years at annual 
rates of about five per cent in each case. 
Unemployment, however, remains a 
chronic problem. 

On the other hand, the areas do pre- 
sent variety in a number of important 
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respects. Puerto Rico is a small island 
which is deficient in natural resources 
and very densely populated. Mexico is 
a fairly large country with a population 
density only 6 per cent of that of 
Puerto Rico, while the Philippines’ area 
is one-fifth and population density is 
five times that of Mexico. The natural 
rate of population increase is high in all 
the areas, but highest in Mexico which 
is perhaps best able to absorb it. Puerto 
Rico, which would have great difficulty 
in providing for a rapidly growing 
population, has in recent years been 
saved from this problem through a rate 
of emigration which almost matched 
the natural increase. While the rates of 
growth of aggregate income have been 
about equal in the past few years, the 
absolute levels of income per capita dif- 
fer substantially in the three economies. 
The 1953 per capita income was about 
$150 in the Philippines and $220 in 
Mexico, while Puerto Rico enjoyed a 
level more than twice that of Mexico. 
In the past each of these areas relied 
upon the export of primary products to 
provide foreign exchange. This situa- 
tion remains true today in the Philip- 
pines and Mexico, but Puerto Rico has 
substantially increased its exports of 
manufactured products. Mexico, al- 
though still an exporter of primary 
products, has been able to develop new 
varieties of these in the face of falling 
demand for traditional products, while 
the Philippines have had less success in 
this respect. The balance of payments 
position of the areas reflects this situa- 
tion. The Philippines suffer from fun- 
damental disequilibrium and have a 
rigid exchange control apparatus, while 
Mexico, although undergoing two de- 
valuations in the postwar period, has 
maintained free convertibility.1 Since 
Puerto Rico is a part of the United 
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States, the balance of payments does not 
play the same role as in the other areas. 

Among the three economies the place 
of the important agricultural sector 
shows considerable variation. Of the 
total product 40 per cent originates in 
agriculture in the Philippines, 20 per 
cent in Mexico, and although the figure 
was over 20 per cent in Puerto Rico in 
1947, by 1958 it had dropped to 14 per 
cent. Thus while the Philippines may 
be termed essentially an agricultural 
economy, the economic structure of the 
other two areas is more evenly balanced. 
In Mexico this balance has been main- 
tained throughout the rapid growth of 
the last two decades, but in Puerto Rico 
growth during the past ten years has 
brought a structural change which 
markedly reduced the relative share of 
agriculture in the product and sub- 
stantially raised the share of manufac- 
turing. 


B. The Exemption Laws 


In Mexico the modern tax exemption 


program began in 1939. In 1941 pro- 
visions which constitute the foundation 
of current law were enacted, but the 
present ruling statute of 1955 was pre- 
ceded by yet another act in 1946. The 
trend in the development of law and 
practice in Mexico has been from very 
liberal to much more restrictive applica- 
tion. Administrative rules, which be- 
gan to be applied around 1948, cur- 
tailed income tax relief to no more than 
40 per cent of the tax due. The act of 
1955 codified this rule and others, such 
as the requirement that 60 per cent of 
the cost of production of the exempt 
product be attributable to Mexican 
sources.” The currently operative Law 

1 Both Mexico and the Philippines employ high 
tariffs and various import controls, however. 


2 Cf. Ross & Christensen, op. cit., p. 41. 
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for the Development of New and Nec- 
essary Industries of 1955 grants benefits 
to enterprises which produce either 
“new ” or “ necessary ” items. A sepa- 
rate classification determines the length 
of the exemption. “ Basic” products 
may receive benefits for ten years, 
“‘semi-basic” for seven years, and 
“secondary ” for five years.2 Exemp- 
tions extend to import duties, export 
duties, stamp taxes, and the federal por- 
tion of the commercial receipts tax 
(1.8 per cent), as well as to a maximum 
of 40 per cent of Schedule II income 
tax. Restrictive provisions in the law 
which are frequently applied include 
not only the 60 per cent national cost 
requirement, but also a 10 per cent 
value added provision, quality control 
of the product, and price control. 
There is also a “most favored com- 
pany” provision which extends bene- 
fits to other firms producing the same 
product for the duration of the relief 
provided to an original grantee.‘ 

The first exemption act in the Philip- 
pines was passed in 1946. It provided 
benefits for four years in the form of 
relief from all internal revenue taxes di- 
rectly payable by exemptees. Relief 
was accorded to “new and necessary ” 
industries, and determination of eligi- 
bility was left to presidential discre- 
tion.® This original legislation has been 
superseded by an amendatory statute of 
1953 which provides relief from all 
taxes imposed by the national govern- 
ment and its political subdivisions. The 
law itself is to operate for ten years and 

3 There are provisions for renewal in some cases. 

4Cf. Ibid., Ch. 4. 

5 Cf. Republic Act No. 35. 


6 Cf. Republic Act No. 901. In practice all taxes 
include not only income taxes but import and cus- 
toms duties, taxes on sales of foreign exchange and 
many others. Cf. Opinion of the Secretary of Jus- 
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the degree of exemption declines in 
steps from 90 per cent in 1959 to 10 per 
cent in 1962. The maximum exemp- 
tion period for a single grantee, how- 
ever, is six years.” For eligibility a firm 
must be “new” or “ necessary,” oper- 
ate on a commercial scale, contribute to 
a stable and balanced national economy, 
and in most cases import less than 60 
per cent of costs. There is no “ most 
favored company” clause, but where 
several applications arise from the same 
industry they are taken up in order, and 
exemptions are cut off (except in the 
case of an export industry) when it is 
decided that output is sufficient to 
meet local demand. 

Puerto Rico also has had a long his- 
tory of tax exemption acts, but exemp- 
tion on a broad and comprehensive scale 
commenced in 1947. The act of 1947, 
however, was superseded in 1948, and 
most exemptions during the period 
1947-1953 were granted under this leg- 
islation. Producers of new manufac- 
tures and forty-two. existing industry 
categories were singled out for eligi- 
bility. The period of exemption was 
for the duration of the act, twelve 
years, but during the last three years the 
degree of exemption tapered off to 75 
per cent, 50 per cent and 25 per cent. 
Tax benefits were of general coverage 
and included relief from corporate, 
partnership and personal income tax, 
property taxes, and various municipal 
levies. Separate legislation provided re- 
lief from various excises.® 





tice in answer to query by the Burcau of Internal 
Revenue, March 14, 1957. 


7 Firms exempted under the old law whose exemp- 
tion had not expired automatically received an addi- 
tional six-year exemption, so that it was possible for 
some firms to maintain exempt status for ten years. 


8 Cf. Taylor, op. cit., Ch. 3. Income tax relief 
extended to recipients of dividends and rent. 
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The 1948 program in Puerto Rico ex- 
pired in 1953 and was followed by a 
new act in 1954 which provides relief 
from property and license taxes as well 
as a ten year income tax exemption for 
each grantee.? Firms exempted under 
the 1948 act are not automatically 
covered by the new legislation, but they 
may elect to be so covered for a total 
exemption period aggregating ten years. 
The 1954 act includes a “ most favored 
company” provision and modifies 
slightly the list of designated old indus- 
tries that are eligible.’° 

Thus in all three cases exemptions 
from income and other taxes as well are 
offered. For this study, however, the 
income tax relief is most relevant, and, 
as was demonstrated in Part II, the 
value of income tax exemption is closely 
related to the tax rate. The de facto 
tax rates in these countries are not easy 
to ascertain, but some idea of the actual 


burden may be obtained from the legal 


rate schedules. In Mexico firms receive 
fractional relief from Schedule II in- 
come tax which is applicable to all 
profits from commerce and industry. 
This schedule exempts the first 2,000 
pesos and rises in a progressive fashion 
in 34 steps from a rate of 3.80 per cent 
on the first 400 pesos of taxable income 
to a rate of 39 per cent on all taxable 
income over two million pesos.14 The 
Philippines corporate income tax is as- 
sessed at a rate of 20 per cent up to 

Exemption from income tax on dividends is for 
seven years, while property tax exemption varies from 


five to ten years depending on the amount of invest- 
ment. 


10 Cf. Industrial Incentives Act of 1954, Act no. 
105, as amended June 28, 1956. 


11 Cf. International Program in Taxation, World 
Tax Series, Taxation in Mexico (Boston: Little, 
Brown & Co., 1957), p. 250. At the present rate of 
exchange the 39 per cent rate applies to all income 
over $ U. S. 160,000. 
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100,000 pesos and at 28 per cent on in- 
come over this amount, while individual 
income tax progresses from 3 per cent 
on the first 2000 pesos of taxable in- 
come to 60 per cent on income over two 
million pesos. A rate of 30 per cent is 
applied to income between 50,000 and 
60,000 pesos.’ In Puerto Rico the 
normal individual income tax is 7 per 
cent. A surtax ranging from 5 per cent 
on the first $2000 of taxable net income 
to 72 per cent on that over $200,000 
and an additional charge of 5 per cent 
of normal plus surtax is added to the 
normal tax. Corporations and partner- 
ships are taxed at a normal rate of 20 
per cent plus a graduated surtax on in- 
come in excess of $25,000 ranging from 
§ per cent to 20 per cent on all over 
$100,000.41 Thus while it is clear that 
a large corporation is exempted from a 
40 per cent tax in Puerto Rico, a 28 per 
cent tax in the Philippines, and partially 
exempted from a 39 per cent tax in 
Mexico, the relevant rates must vary 
widely depending upon the particular 
circumstances of the exemptee. 


C. Analysis of the Exempt Sector 


That the programs have been active 
in the areas under consideration is evi- 
denced by the number of exemptions 
granted. In Mexico 570 companies re- 
ceived 773 grants between 1940 and 
1950. From 1951 to 1955, 281 more 
companies attained exempt status, and 
64 more were added between 1956 and 
1958.7* Under the 1946 law 134 com- 
panies were exempted in the Philippines. 

12 Cf. U. S$. Department of Commerce, Investment 
in the Philippines, (Washington: USGPO, 1955), p. 


82. The official par value of Philippines currency 
is Pesos 2 equal U. S. $ 1. 


13 What You Should Know About Taxes in Puerto 
Rico (San Juan: Dept. of the Treasury, 1958). 


14 Ross & Christensen, op. cit., Ch. 6. 
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From the commencement of the new 
law of 1953 until 1956, 755 additional 
firms received exemption.” In Puerto 
Rico the Economic Development Ad- 
ministration (EDA) promoted 554 fac- 
tories between 1948 and 1957, and it 
may be assumed that most of these 
operated under tax exempt status.” 

An important indicator of the sig- 
nificance of these exemptions is the 
amount of capital investment involved. 
In Mexico the figure for initial capital 
aggregated 601 million pesos from 1951 
to 1955 and 1.27 billion pesos during 
the period 1940 to 1955.*7 Under the 
first Philippine law the total was 74 
million pesos, while the total under the 
current law to 1956 amounted to 342 
million pesos for an aggregate of 416 
million pesos.** In Puerto Rico at the 
end of 1955 the 326 EDA promoted 
plants had a total capital of $186 mil- 
lion.?” 

To compare these investments it is 
necessary to convert the figures to a 
common currency. Puerto Rico, of 
course, uses the United States dollar, 
and in general it would seem desirable 
to use the dollar as a unit of account. 
In the cases of Mexico and the Philip- 
pines, however, it is difficult to choose 
an appropriate exchange rate, but some 
estimates can be made using a set of 
rather arbitrary assumptions. Using 
official rates the aggregate Philippine in- 
vestment amounts to $208 million, but 
it seems likely that under a regime of 
exchange controls the official rate over- 
values the currency. With a free mar- 


15 Industrial Philippines (November, 1957). 
16 Stead, op. cit., p. 75. 

17 Ross & Christensen, loc. cit. 

18 Industrial Philippines (November, 1957). 
19 Stead, op. cit., p. 72. 
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ket rate of Ps 3.85 to $1 the value of 
the investment is reduced to $108 mil- 
lion. It will be assumed that the actual 
value of investment in the Philippines 
exempt industries is represented by the 
average of these two results, i.e., $158 
million. In Mexico the problem is not 
exchange controls but the fact that the 
currency has been twice devalued dur- 
ing the relevant period. The aggregate 
investment thus amounts to $260 mil- 
lion under the exchange rate prevailing 
between 1940 and 1948, $148 million 
under the 1949 to 1954 rate, and $102 
million under the post 1954 rate. In 
further analysis it will be assumed that 
the $148 million result is a sufficiently 
accurate figure. 

In order to understand the income 
generating effects of this investment it 
will be of interest to examine some esti- 
mates based on the data at hand. The 
estimates will be made under the as- 
sumption that in case (A) the incre- 
mental capital-output ratio is 3/1 and 
in case (B) that it is 2/1. 

The figures in the first column of 
Table IV represent the aggregate in- 
vestment by exempt industries over a 
period of sixteen years in Mexico, nine 
years in Puerto Rico and ten years in 
the Philippines. The second column 
converts these figures into the aggre- 
gate rise in annual income in the three 
areas on the basis of the two assump- 
tions concerning the incremental capi- 
tal-output ratio. In column three the 
aggregate figures are reduced to per 
capita terms by dividing by the total 
population figures, and finally the last 
column shows the rise in per capita in- 
come in annual steps under the assump- 
tion that the rise in each year was equal. 
While the rise was undoubtedly unequal 
on an annual basis, this result neverthe- 
less is valuable since it makes the effects 
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of programs of varying time duration 
commensurable. 

The estimates indicate that while the 
Puerto Rican program may have ac- 
counted for a substantial increase in per 
capita income, neither the Mexican nor 
the Philippine results appear extremely 
large. On an annual step basis the re- 
sults in all the countries are modest, and 
those in Mexico become very small in- 
deed. It must be concluded that the 
exempt sector in these last two countries 
has not made a very large direct contri- 
bution to national income. While the 
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of the labor force, and face the prob- 
lem, at least in Mexico and the Philip- 
pines, of providing jobs for a rapidly 
expanding labor force. In the exempt 
sector initial employment in Mexico be- 
tween 1940 and 1955 amounted to 
about 70,000," in the Philippines be- 
tween 1950 and 1956 to about 60,000,” 
and in Puerto Rico total employment in 
EDA promoted plants in June 1955 
amounted to 26,000.77 It would ap- 


pear that while the exempt industries in 
the Philippines and Mexico were con- 
siderably more labor intensive than 


TABLE IV 
Income GENERATING Errects OF INVESTMENT IN Exempt ACTIVITIES 








(1) 3 


Investment 


($ m.) 


Income 
Increase 


(3) 
Per Capita 
Income 
Increase ($) 


Annual Average 
Per Capita Income 
Increase ($) 





Puerto Rico 
Mexico 
Philippines 


A B A B 
26.98 40.50 3.00 4.50 
1.48 2.24 09 14 
2.40 3.60 24 36 





Note: Increment::' 


amounts of capital involved in the ag- 
gregate are not minuscule in the context 
of an underdeveloped country, the fact 
that in Mexico the aggregate accumu- 
lated over sixteen years and in the 
Philippines over ten years meant that 
the development of the exempt sectors 
was not extremely rapid, and their con- 
tribution to the total development of 
the economies was relatively small.”° 
Another factor of great importance 
in these areas is the extent to which em- 
ployment is generated by the new in- 
vestments. All of them suffer from 
high and chronic structural unemploy- 
ment in the range of 13 to 20 per cent 


20 Vide infra for some qualifications of the results 
obtained in Table IV. 


capital-output ratio: (A) 3:1; (B) 2:1. 


those in Puerto Rico, in no case did di- 
rect employment generated by exempt 
firms go very far in alleviating the gen- 
eral unemployment situation. 

While the above analysis gives some 
indication of the results in the exempt 
sector, a few qualifications are in order. 
In the first place the capital-output 
ratios are nothing more than educated 
guesses.** Also it must be realized that 

21 Ross & Christensen, loc. cit. 

22 Industrial Philippines, (November, 1957). 


23 Stead, op. cit., p. 70. By 1957 the Puerto 
Rican figure rose to 35,000. 


24The value of the incremental capital-output 
ratio in India has been estimated at 3.0 for factories, 
2.0 for small industries, 3.0-3.5 for cement, 3.5-4.0 
for pulp and paper. The aggregative figure for 
Mexico between 1940 and 1945 has been put at 1.54, 
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the data on capital investment do not 
always reflect the amount of new in- 
vestment. In Puerto Rico, however, the 
data are no doubt quite good since they 
refer to total investment as of a par- 
ticular date in 1955 in EDA promoted 
plants alone. Philippines data, however, 
may not be reliable, and there is no way 
to segregate new investment in plants 
actually in operation from planned in- 
vestment or existing investment. In 
Mexico the data are obscured by the 
fact that many exemptions are granted 
on the basis of the “ most favored com- 
pany” provision. Between January 1, 
1955 and June 30, 1958, of a total 143 
exemptions, 107 or 75 per cent were 
most favored company grants.”*> This 
does not mean that the “ most favored 
company ” grants all went to firms un- 
dertaking no expansion, however, since 
a new or expanded firm would receive 
exemption on this basis provided some 
other firm obtained the grant first. No 
data are available to separate out the 
various possibilities. On the other side 
there is reason to believe that the data 
for the Philippines and Mexico under- 
estimate the results, since they refer to 
initial capital investment and conse- 
quently do not show the investment 
which might well have mounted rapidly 
in a new and dynamic industry. More- 
over, the results in Table IV refer only 
to the direct effects of investment in the 
exempt sector. They do not indicate 
any indirect effects in the form of 
stimulation for expansion in other sec- 
tors that arise from increments in in- 





between 1946 and 1950 at 2.75. It is very likely 
that the type of industries covered by tax exemp- 
tion in the three areas covered do have ratios be- 
tween 2.0 and 3.0 in the aggregate, but data on this 
matter are generally unreliable. Cf. B. Higgins, Eco- 
nomic Development (New York: W. W. Norton & 
Co., Inc., 1959), p. 646 ff. 


25 Ross & Christensen, op. cit., p. 64. 


NATIONAL TAX JOURNAL 


[Vor. XIII 


come in the exempt sector.*® In Puerto 


‘Rico the indirect benefits are officially 


assumed to equal the direct.?’ 


Ideally, an appraisal of the exemption 
programs should include an analysis of 
the structure of exempt industries. In 
Puerto Rico this may not be so vital 
since the aim is to promote export in- 
dustries. It might be noted, however, 
that the EDA program has led to a sig- 
nificant structural change in the econ- 
omy which may, in the future, make 
the Island more sensitive to industrial 
fluctuations on the mainland. Sugar 
mills and refineries, which accounted 
for a third of manufacturing output in 
1950, dropped to 10.5 per cent in 1957, 
while machinery and metal products 
rose from 3.0 per cent to 13.6 per 
cent." It may well be that one price 
paid for industrialization of this type 
will be enhanced cycle sensitivity. 

In the case of Mexico one study at- 
tempts to classify exempt enterprises on 
the basis of essentiality."° The over-all 
results of this study are presented in 


«+ 


26 Nor do they show the harmful effects in cases 
where the new industries displace traditional ones. 


27 Office of Economic Research, EDA, cited by 
Stead, op. cit., p. 43. It is of interest that data pro- 
vided Stead by EDA lead to results in Puerto Rico 
which are very close to the estimates in Table IV. 
Total investment in manufacturing plants promoted 
by Fomento is calculated to be $164 million in 1955 
and $220 million in 1956. Total income in the fiscal 
year 1954-1955 is estimated at $55 million and in 
1955-1956 at $74 million. Cf. Ibid., pp. 44, 47. 
This had risen to $100 million in 1956-1957 which 
indicates that the program is growing steadily. 


28 Puerto Rico Planning Board, Economic Report 
to the Governor, Mid-year 1957, cited by Stead, op. 
cit., p. 71. 


29 Unpublished study by the department of re- 
search of Sociedad Mexicana de Crédito Industrial, 
supplied to the author by Mr. Emilio Sacristan of 
Harvard University. Mr. Sacristan reports that the 
classification was first used by the government for 
control purposes. 
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Table V. The classification scheme em- 
ployed may be subject to criticism, but 
an attempt was made to place industries 
in categories which correspond to the 
less developed state of the Mexican 
economy. Automobiles for personal 
transportation, for example, are con- 
sidered superfluous consumption goods. 
The data in Table V indicate that exemp- 
tions have been very heavily weighted 
in favor of the investment goods in- 
dustries. In particular the important 
index of capital investment, which 
places 86.6 per cent of the total initial 
capital of exempted industries in this 


TABLE V 
Mexican Exempt Inpustries: 1940-1957 








Per Cent of 
Capital 


Per Cent of 


Classification Exemptions 
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Table VI presents the pattern of the 
Philippine exempt industries according 
to essentiality as judged by the Central 
Bank classification scheme.** Unfor- 
tunately, the breakdown is by number 
of exempt enterprises only so that an 
accurate appraisal is impossible. Never- 
theless, the fact that 41 per cent of the 
exempt enterprises fall into the “ Non- 
essential ” categories indicates that the 
Philippine program has not been follow- 
ing the direction desired. Whatever the 
shortcomings of the classification scheme 


TABLE VI 
NuMBER OF NEw AND NECESSARY INDUSTRIES IN 
THE PHILIPPINES CLASSIFIED ACCORDING TO 
THE ESSENTIALITY OF THEIR PRopucts, 
CenTRAL BANK CoMMopITY 
CLASSIFICATION 
(December 31, 1957) 








Investment goods .. 63.9 86.6 
Fundamental 22.1 40.5 
Complementary .. 36.0 43.8 
Secondary 58 23 

Consumption goods . 


Vital 


. 59 
Complementary .. , 2.1 
Superfluous 16. 54 





category, indicates that critics of the 
program may have overplayed the sig- 
nificance of exemption for a relatively 
small investment in superfluous con- 
sumption goods.” 


30 Ross & Christensen, op. cit., p. 153 say that 
“the products recently granted exemption point to 
one change. Mexico may need fountain pens and 
juke boxes, but it is to be doubted if such products 
should enjoy tax exemption at the expense of other 
[essential] industries.” The aggregate figures of 
Table V obscure the fact that the emphasis in ex- 
emptions may have changed in the recent past. They 
only tell the over-all results, but even then it would 
be easy to point out a large number of exemptions 
which went to “ superflous” consumption goods in- 
dustries. The issue, however, is that not the number 
of exemptions, but the amount of investment is the 
important economic index, and the total of 5.4 per 
cent is rather small. Perhaps exemptions should not 
have been granted these industries, but the margin of 


Per 
Cent 


No. of 


Product Category Enterprises 





Non-essential producers .... 49 63 
Semi-essential producers .... 118 
Essential producers 228 
Non-essential consumers ... 268 
Semi-essential consumers ... 29 
Essential consumers ........ 78 
Decontrolled oe 


772 





itself, it may be assumed that it reflects 
the best judgment of the Bank as to 
what is important in the context of the 
Philippine economy. From this point 





error is less than might have been expected. Of 
course, nothing in the presentation should be taken 
as an endorsement of exemption for any industry. 
The evidence merely points to the fact that exemp- 
tion policy once instituted in Mexico followed on the 
whole a pattern which extended grants primarily to 
industry which plays an important role in establish- 
ing a more self-sufficient industrial base, and it may 
be assumed that that was the desired pattern. Vide 
supra, Part I. 


81 This information was supplied to the author by 
Mr. Rafael M. Salas of the Philippine National Eco- 
nomic Council while he was a student at Harvard 
University in 1958-1959. 
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of view the actual course of exemptions 
has failed to live up to what this official 
institution believes is “new and neces- 
sary.” A final judgment, however, 
would require further information.*” 


D. Costs of Exemption Programs 


Now that the general features of the 
exemption programs in the three areas 
have been summarized, it may well be 
asked what price was paid for the re- 
sults. The cost of the programs in a 
broad sense is measured by the fore- 
gone alternatives, but there is great un- 
certainty as to what the alternatives 
would have been. This uncertainty has 
two sides. On the one hand, it is not 
known precisely what portion of the in- 
vestment in the exempt sector would 
have been attained in the absence of ex- 
emptions, and on the other, it is not 
known what returns would have been 
available if the resources had been 
otherwise channeled. 

A common approach to the measure- 
ment of the cost of the exemption pro- 
gram is through the analysis of “ fiscal 
sacrifice.” What this means is that reg- 
ular tax bills are computed for the 
exempt firms, and the amounts due 
but uncollected because of exemption 
are designated “ fiscal sacrifice.” This 
amount then supposedly represents the 
cost of the program. Both Ross and 
Christensen and the Sociedad Mexicana 
de Crédito Industrial estimate the total 
fiscal sacrifice in Mexico between 1949 
and 1957 aggregated 1.2 billion pesos.** 
Taylor’s figures indicate that exempt 
firms in Puerto Rico had an aggregate 
net income of $16.5 million between 


32 Vide infra, Part IV for some further evidence 
that the Philippine program has not functioned in 
the desired fashion. 


33 Cf. Ross & Christensen, loc. cit. 
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1947 and 1951, and that the income 
tax due in the absence of exemption 
would have been $5.2 million.** Using 
the implied tax rate of 31.6 per cent 
the cumulative fiscal sacrifice of income 
tax in Puerto Rico from 1949/50 to 
1956/57 was $40.5 million.*® 

It is tempting to go from these fig- 
ures to estimates of what the govern- 
ment could have done with the funds. 
But this course would be mistaken, since 
it leaves unanswered the question con- 
cerning what part of the revenue would, 
in fact, have been collected in the ab- 
sence of the program. The assumption 
that the whole of it would have been 
collected implies that tax incentives 
were absolutely ineffective in establish- 
ing new industry, since these exact 
amounts could have been collected only 
if the economy had been precisely the 
same with or without the exemptions. 
On the other hand it would be just as 
inaccurate to assume that fiscal sacrifice 
is completely meaningless, that no taxes 
would have been collected because the 
firms would not have existed without 
exemption. Some of the funds would 
have been spent in taxable channels or 
invested in a manner that would have 
given rise to taxable income.** More- 
over, there is no doubt that one part of 
the exempt sector would have existed 
without tax relief, those old firms which 
received exemption on a “ most favored 
company ” basis. In the 1947-51 pe- 

34 Taylor, op. cit., pp. 102-103. 


35 The rate is applied to the net income of capital 
and enterprise arising from EDA plants. This infor- 
mation is from the Office of Economic Research, 
EDA, cited by Stead, op. cit., p. 44. The actual 
figure may be somewhat different, since not all EDA 
firms are exempt and some exempt firms may not be 
covered by the EDA data. Moreover, the figure re- 
fers to sacrifice of company income tax only. 


36 This would not necessarily apply to foreign 
capital. 
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riod, Taylor found that in Puerto Rico 
$1.9 million of the $5.2 million sacrifice 
was accorded to existing firms.*’ It is 
impossible, of course, to tell what the 
taxes would have been in a different en- 
vironment, but there is little doubt that 
they would have been positive. It must 
be concluded that while fiscal sacrifice 
data are suggestive, they are not suf- 
ficiently meaningful in isolation to 
measure cost. They would become 
more meaningful if it were possible to 
determine what proportion of the in- 
come generated by the exempt sector 
would have existed without the pro- 
gram, but this requires an analysis of 
the exemption program effects on par- 
ticular investor ‘decisions.*® 


E. Tax Incentives and 
Investment Decisions 


A successful promotional campaign 
based upon tax exemption for a limited 
period may merely involve the sacri- 
fice of current revenue for larger future 
revenue. To the extent that exemp- 
tions are responsible for creating a 
larger economy and revenue base for 
the future, this will be the case, and the 
trade conceivably could be a rational 
choice on the part of the public au- 


37 Taylor, loc. cit. 


38 The Office of Economic Research of EDA in 
Puerto Rico simply sidesteps the issue of fiscal sacri- 
fice in estimating the costs and benefits arising from 
EDA promoted plants. Benefits are assumed to be 
represented by the total factor payments and taxes 
actually collected, while costs are composed of the 
administrative expense plus an allowance for interest 
sacrificed on the government share in investment. 
The results naturally give high benefit-cost ratios, 
but it is implicitly assumed that all the income gen- 
erated is a direct result of the activities of EDA. 
From the point of view of this paper what is im- 
portant, however, is what part of the income would 
have arisen without the use of the tax exemption 
technique. Cf. the data cited by Stead, op. cit., pp. 
44-45. See Part IV (c), below for further analysis 
of the fiscal cost of exemption programs. 
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thority.°° But it may still be asked 
what part of the fiscal sacrifice is un- 
necessary because of the fact that in- 
vestors would have made their decisions 
without the special stimulus. This 
question cannot be answered with great 
accuracy, but some evidence is available 
which will aid in making a preliminary 
judgment. 

Perhaps the most striking evidence is 
the rate of profit actually enjoyed by 
firms in the tax exempt sector. In the 
case of Puerto Rico it is possible to com- 
pare these rates with the rates earned in 
similar activities on the mainland. This 
information is presented in Table VII. 

It will be noted from examination of 
Table VII that the combined profit rate 
in Puerto Rico after taxes of 35 per 
cent is about three times the mainland 
rate of 12 per cent. If Puerto Rican 
taxes were not waived, the combined 
profit rate on the Island would be cut 
by about one third, but even then it 
would have been almost twice that on 
the mainland. Only in the cases of food 
and instruments would the application 
of Puerto Rican taxes at a rate of 33 per 
cent have reduced the Island profit rates 
to or below those on the mainland. In 
textiles, apparel, rubber goods, leather 
products, machinery, and electrical ma- 
chinery the rates after the hypothesized 
tax of 33 per cent would range from a 
little less than three times to more than 
five times those in the same industries 
on the mainland after United States 
corporation taxes. This group of in- 


39 Current revenues may appear so small relative 
to needs that the only hope seems to lie in creating 
a larger base, and if tax exemption will bring this 
increase, it can certainly be justified. Cf. Britton 
Harris, op. cit., p. 396, who argues that in Puerto 
Rico an adequate unemployment compensation or 
educational program alone would absorb all income 
tax revenues. 
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dustries constituted at least 43 per cent 
of the total investment in EDA firms in 
1955.%° Of course the relevant com- 
parison is with the profitability of new 
mainland plants rather than industry 
averages, but the figures are nevertheless 
suggestive. 

In the Philippines, too, exemption has 
been accorded industry with very high 
rates of profit, and one authority has 
questioned its use on this ground as well 
as on the basis of the low risk element 
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Another approach to estimating the 
role of tax exemption in promoting in- 
vestment is the questionnaire. In a 
Puerto Rican survey Taylor found that 
95 per cent of the responses counted 
availability of tax exemption an impor- 
tant advantage in locating in the Island, 
while the next most cited important ad- 
vantage, Wage rates, was contained in 
only 70 per cent of the replies.** There 
may be, however, a tendency for those 
who enjoy the benefits of exemption to 


TABLE VII 
Ratio or Prorits to Equity, 1955 











US. Firms in . 
. All U.S. Coroprations 
Type of Manufacture a Before Taxes After Taxes 

P< cs tu an SP aR AR ee Pe oes Ce heen Kee 11 18 9 
NN od scoped tahoe th reso ddWaete 19 10 5 
OS EERE Ot LOT Oe TTS 37 12 6 
EE ec uacbss tee teemssoeu hese s 29 26 14 
EDs, os ick Bovcck su dixtetemee 65 26 13 
ee RE Oe Le POET CET Te 37 16 8 
Machinery (except electrical) .......... 73 19 9 
Electrical machinery ...............++- 67 25 13 
ON 5 cnt e od he vas sd aane seks 17 25 12 
OE oo bo sn 6k he «Gh ahs keener ware 35 22 12 





Source: Puerto Rico Production, Profits, EDA, 1957, cited by Stead, op. cit., p. 78. 


involved in other industries where profit 
rates themselves have not been spec- 
tacular.*? 


40 Calculated from data in Annual Statistical Re- 
port on EDA Manufacturing Plants, 1956, cited by 
Stead, op. cit., p. 72. 


41 Actually, in the Philippines the tax-exempt 
industries as a group have not been of the risky va- 
riety that requires special concessions to make invest- 
ment attractive. The average rate of return on 
capital has been 16 2/3 per cent. Of major branches 
of industry, the lowest returns (6.3 per cent) were 
in textiles, a field in which the market was assured 
and techniques well known and easily transferred 
from neighboring countries. In some relatively new 
fields, such as veneer and plywood, profits have been 
extraordinarily high, 60.5 per cent. Wood and wood 
fixtures enterprises in general earned an average of 
43.2 per cent. Tobacco curing brought profits of 44 


exaggerate its importance. The true 
significance of exemptions as a factor in 
decision making can only be known 
when the portion of firms which would 
not have come without it is determined, 
and this might not be known by the in- 
vestor. In Puerto Rico there is a gen- 
eral opinion among officials that sub- 
stantially less than half the firms could 
have been attracted without exemp- 
tion.** It may be wondered, however, 





per cent, rubber products 33.5 per cent, non-metallic 
mineral products 31.2 per cent, lithographed metal 
products 45.8 per cent. With profits at these levels 
there is no economic justification for continued tax 
freedom.” Benjamin Higgins, op. cit., p. 515. 


42 Taylor, op. cit., p. 124. 
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in view of the profit rate figures, 
whether some other means of adver- 
tising the potential of operating in the 
Island would not have been effective in 
a larger share of cases than is realized. 
In Mexico there is more evidence con- 
cerning the role of exemption in invest- 
ment decisions. A small survey con- 
ducted by Ross and Christensen contains 
responses to the question, “ Would you 
have started business without the avail- 
ability of tax exemption? ” as follows: 
fourteen, “‘ definitely yes,” nine, “ prob- 
ably yes,” one, “probably no,” none, 
* definitely not” or “ uncertain.” * 
These authors also report that each of 
the 150 companies denied exemption in 
respect of 160 products between 1951 
and 1955 proceeded to produce those 
products without the benefit of tax ex- 
emption.*® While in the earlier days of 
the Mexican exemption program the 
law may have been important in estab- 


lishing “smaller concerns, many of 
which would not have been organized 
without this subsidy and could not as 
yet maintain their existence without 


it,’ ** the limited evidence available 


does not seem to support this view with 
respect to more recent Mexican experi- 
ence. 

Thus, although exemptions have un- 
doubtedly been of substantial value to 


43 No one can say definitely what proportion of 
our plants would not have been established here if 
tax exemption had not been offered, but the guesses 
which are made are generally well in excess of 50%, 
and some run almost as high as 100%.” David F. 
Ross, Forecasts for 1964 and 1974 (EDA, 1956), 
cited by Stead, op. cit., p. 99. 


44 Ross & Christensen, op. cif., p. 101. 
45 Ibid., citing A. R. Garcia Caraveo, La Ley de 
Fomento de Industria de Transformacién, Thesis 


(Universidad Nacional Autonédma de Mexico, 1957), 
p. 48. 


46 Mosk, op. cit., p. 196. 
period to 1946 only. 


This study covers the 
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the fortunate recipients,*’ the extent to 
which they were necessary elements in 
the investment decision remains open to 
serious question. The fact that in- 
vestors did receive in the aggregate sub- 
stantial relief in terms of the actual in- 
vestments undertaken does not mean 
that the benefits were necessary to in- 
duce the investment. What it does 
mean is that the government can be 
virtually certain, since it can forecast 
the average profit rate with some confi- 
dence, that benefits will be substantial. 
For the individual firm, however, this 
is not too helpful, since the prospect of 
loss or low profits is a distinct possi- 
bility. Consequently the value of the 
ex ante incentive to the firm may not 
appear too great unless it predicts high 
and early profits, in which case it would 
be likely to invest in any case, while the 
ex ante revenue sacrifice will appear 
quite large to the government, so that it 
may judge the program a rather costly 
endeavor. 


PART IV: EVALUATION 


This study has been concerned with 
the operation of income tax exemption 
programs built on the Puerto Rican 
model. Although exemption itself is 
but one aspect of a development pro- 
gram of this kind, it is considered by 
the officials concerned to be a central 
feature. This fact distinguishes the 
Puerto Rican type program from tax 
exemption in a country like India where 
planning is more formal and the exten- 
sion of tax exemptions is virtually auto- 
matic and not subject to special and 

47In Mexico, for example, it was noted above 
that fiscal sacrifice between 1949 and 1955 totaled 
1.2 billion pesos. When this figure is compared to 
the total initial investment in exempt firms between 
1940 and 1955 of 1.3 billion pesos, it is seen that 


the subsidy aggregated an amount greater than the 
total initial capital. 





264 


complex administrative and decision rou- 
tines designed to determine whether the 
prospective exemptee will make a suit- 
able contribution to development. 


A. The Power of the Stimulus 


Even in the context considered, in- 
come tax exemptions represent only 
one of a large number of possible incen- 
tive devices which a government may 
employ in order to turn the terms of 
exchange in favor of some particular set 
of activities. When compared with an 
initial high level of taxation, however, 
there is little doubt that such exemp- 
tions substantially improve prospective 
rates of return from given investment 
opportunities. When compared to in- 
vestment in other activities or other 
countries where the initial tax rate is 
lower, however, the exemption may 
have only passive significance in the 
sense that it may represent an attempt 
to equalize the prospective returns from 
alternative investments rather than to 
positively favor investment in manu- 
facturing. This would seem to be the 
case, for example, in a number of coun- 
tries which employ exemptions for new 
manufacturing while allowing the gains 
from more speculative ventures to go 
untaxed. 

Where the passive equalizing func- 
tion is dominant, it may be doubted 
that income tax exemption will possess 
sufficient power to achieve the desired 
ends. The speculative investor is not 
likely to be impressed with the rela- 
tively better opportunities so long as his 
gains in customary lines of endeavor 
continue to enjoy exemption, while the 
offer of a relatively short exemption 
may not appear sufficiently attractive 
to the serious, long run investor who 
must eventually face what will appear 
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to him as a high and discriminatory rate 
of taxation. Although some period of 
exemption can make the present worth 
of investment in a high tax country or 
activity equal to that in a low tax, non- 
exemption country or activity, it may 
be that assurance of a more or less 
permanently lower rate of tax generally 
will present a more favorable environ- 
ment to the prospective investor in 
manufacturing. 

Where the incentive from exemption 
is conceived of as a positive stimulus 
rather than as a mere offsetting device, 
the power of the stimulus may be esti- 
mated by analyzing the potential sources 
of induced capital formation in the 
manufacturing sector. In general the 
larger investment may come from a 
larger total domestic capital formation, 
a diversion of domestic capital from 
other activities, or an inflow of foreign 
capital, and the power of the device 
must be judged separately with respect 
to each of these alternatives. 

Whether the instrument is capable of 
increasing total private domestic capital 
formation substantially is questionable. 
Even in Puerto Rico where the program 
has been successful in many respects, 
there is little evidence that local in- 
vestors have piayed a large role. In 
Mexico and the Philippines where local 
investors have been more involved it is 
possible that private domestic capital 
formation is greater than otherwise, but 
the total amounts concerned are rela- 
tively so small, and indications that in- 
vestments would have occurred in most 
instances without the stimulus suffi- 
ciently strong, that it seems doubtful 
that much effect on net capital forma- 
tion has been attained. It is unfor- 
tunately not possible with the evidence 
at hand to ascertain how much of the 
investment made in exempt activities 
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would have been undertaken elsewhere 
within the economies in the absence of 
exemption. This internal diversion as- 
pect remains open to investigation. 

In the case of Puerto Rico there is 
clear evidence that foreign capital in- 
flow has accompanied the offer of ex- 
emption. Whether this represented net 
capital formation for the United States 
and Puerto Rico combined is not ascer- 
tainable, but for the Island this is not of 
great importance. The only question is 
the extent to which the result can be di- 
rectly attributed to tax exemption. Of- 
ficials in the Commonwealth undoubt- 
edly believe that exemptions were the 
direct and crucial factor in most of 
these locational decisions. Insofar as 
they are correct Puerto Rico has dem- 
onstrated the power of tax exemption as 
a key device in the promotion of her 
development. The only argument is 
whether substantially similar results 
might have been obtained by other 
methods which would have left the 
treasury in a better position, but this 
sort of argument must remain in the 
limbo of history that might have been. - 

Even if the entire volume of invest- 
ment in Puerto Rico is attributed to the 
stimulus of exemption, however, the 
important fact is that the investment 
was made by outsiders who created 
what are for the most part export in- 
dustries with an assured market on the 
mainland. Most other areas using ex- 
emption do not have this possibility at 
their disposal under present conditions, 
for they are not part of a common mar- 
ket in which the other partners are 
numerous and wealthy potential cus- 
tomers. Moreover, even if other areas 
could break through the tariff barriers 
of richer neighbors, the advantage that 
they would have would probably be less 
than that enjoyed by Puerto Rico be- 


INCOME TAX EXEMPTION 


265 


cause of the growing competition in the 
offer of exemptions. The most that can 
be said is that it remains to be demon- 
strated that exemptions in any other 
context will have the power to achieve 
results comparable to those attributed to 
the Puerto Rican venture. 


B. Incidence of the Subsidy 


It is clear that the distribution of the 
benefits from income tax exemption is 
determined by the ex post profits of ex- 
empt enterprises. The fact that profits 
vary widely among industries and firms 
within industries, especially during the 
early years of operation, means that the 
benefits of exemption will be very un- 
evenly spread. In Puerto Rico in 1950, 
for example, one firm out of seventy- 
two operating grantees obtained 66 per 
cent of the total relief.** In the Philip- 
pines, too, there has been a wide varia- 
tion in the profit positions of exempt 
industries, ranging from 6.3 per cent in 
textiles to over 60 per cent in ply- 
wood,** which indicates that the bene- 
fits of exemption have been distributed 
unevenly. 

Insofar as these profit variations arise 
from innovation and superior manage- 
ment and efficiency, the uneven distri- 
bution of benefits may not seem unde- 
sirable, but where the differential profits 
come from special monopoly and re- 
strictive features of the market the un- 
even distribution may not be justified. 
In general a system which accords the 
maximum benefits to early profit mak- 
ers and gives nothing where there is 
perhaps legitimate need is questionable. 
The firm which must invest heavily and 
spend considerable time in establishing 
a market will be slighted while the low 
risk operation with an assured market 

48 Taylor, op. cit., p. 146. 

49 Vide supra, Part Il, note 41. 
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will reap the rewards. 

Although it does nothing to aid the 
low profit or loss case, the Indian type 
of restriction which limits exemption to 
a fixed percentage return on investment 
has the advantage of preventing an un- 
duly large subsidy from going to the 
firm that may need it least. The ques- 
tion, of course, is whether this type of 
limit will seriously undermine the initial 
stimulus. 

Another problem in the distribution 
of benefits which frequently arises de- 
rives from the “most favored com- 
pany ” grant which gives exempt status 
to firms which already exist whenever 
a new firm receives exemption for the 
same product. While such grants may 
be politically unavoidable and eco- 
nomically justifiable on the basis of 
maintaining fair competition in the in- 
dustry, it would, from the point of 
view of development policy, not seem 
desirable to give a subsidy without a di- 
rect quid pro quo. In these cases it 
might be demanded, for example, that 
some portion of the benefits be placed 
in reserves for future expansion or 
otherwise channeled into activities which 
will foster economic growth. 


C. Revenue Loss vs. Benefits 


Once the tax exemption technique 
has been selected as an investment 
stimulating device, it would be desir- 
able to ascertain the extent to which 
the benefits in the form of net new in- 
vestment are sufficient to cover the loss 
in revenue associated with the subsidy. 
To make such a comparison it is neces- 
sary to distinguish between fiscal sacri- 
fice, i.e., the gross revenue loss, and true 
or net revenue loss associated with the 
extension of exemption to firms which 
would have invested without the subsidy. 
In the final analysis the evaluation will 
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depend upon a judgment concerning the 
proportion of investment that would 
have been undertaken without the ex- 
emption, but the problem can be stated 
in a precise way which might be help- 
ful in evaluating the implications of 
such a judgment. 

Viewing the exemption program in 
isolation, a possible criterion for opti- 
mizing the structure of the exemption 
system would be to offer benefits to the 
point where the incremental value of 
true revenue loss is just equal to the in- 
cremental value of the investment in- 
duced by the stimulus. In other words 
the aim is to maximize the difference 
between net induced investment and 
net true revenue loss. 

While this criterion may be satis- 
factory in a theoretical sense, a problem 
arises because reliable data refer only to 
fiscal sacrifice, or total revenue loss and 
to total investment afforded exemption. 
In Mexico, for example, between 1949 
and 1957 the total fiscal sacrifice aggre- 
gated 1.2 billion pesos, while the initial 
gross investment of exempted firms be- 
tween 1940 and 1955 amounted to 1.27 
billion pesos, which indicates that the 
sacrifice of revenue most probably 
equaled or exceeded the gross initial in- 
vestment.” A priori, in fact, it might 
well be estimated that a ten year pro- 
gram of the Philippine or Puerto Rican 
variety will generate a total fiscal sacri- 
fice about equal to the total initial in- 
vestment of exempted firms. For ex- 
ample, with an average profit rate on 
investment of 33 per cent and exemp- 
tion from a 33 per cent tax, the saving 
from tax exemption per se will cover 
the whole initial investment in about 
ten years time. 

The important matter is the relation 
between these gross estimates and the 


50 Vide supra, Part III. 
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net figures required for evaluation. This 
relation can be stated in terms of the 
criterion for maximization of the dif- 
ference between net induced investment 
and net revenue loss which requires 
that: 


Change in total revenue loss 
Change in total investment 
Induced investment 51 
Autonomous investment 


Thus if it is argued that for a mar- 
ginal addition to total investment the 
increment in gross revenue loss will just 
equal it, so that the left hand side of the 
expression above is unity, and if it is 
further argued that half of the addi- 
tional investment is directly induced by 
the exemption stimulus while half is 
autonomous, i.e., would have occurred 
without the exemption, then the ex- 
emption program will just be paying for 
itself in the sense that an added dollar 
of true revenue loss is associated with an 
added dollar of induced investment. If 
it is assumed that for all previous in- 
crements in investment the increase in 
total revenue loss was less than the in- 
crease in gross investment, so that the 
left hand side of the expression was less 
than unity, while the right hand side 
was equal to unity, there would have 
been a net gain on each of these incre- 
ments. But under the assumption that 
each investment from the beginning has 








51 This expression is obtained by differentiating 
and setting equal to zero an appropriate expression 
for (I1—Ri), where I; is net induced investment 
and Ri net true revenue loss. It is assumed that 
Ri=Re-Riy, ie, true revenue loss is the difference 
between total revenue loss and revenue loss associated 
with induced investment, and that I; =It—In, ite. 
induced investment is the difference between total 
and autonomous investment. It is further assumed 
that 


so that if 
I, =kIt and Ri =mRe, then (1—m) =k. 
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the characteristic that the total reve- 
nue loss is equal to the total investment 
and one half the total investment is 
autonomous, the net benefits will just 
equal the net cost in true revenue sacri- 
fice at all times, and the country, from 
this point of view, would be indifferent 
to the program. 

In general, on the assumption that 
gross fiscal sacrifice will equal gross in- 
vestment, the value of the right hand 
side of the expression above must be 
less than one half for net benefits to 
arise. In Puerto Rico officials usually 
argue that the autonomous portion of 
the investment is less than 50 per cent, 
and only the more conservative would 
place the proportion at more than one 
half. In Mexico and the Philippines, 
while an accurate judgment is not possi- 
ble, it seems likely that a substantially 
larger portion of the investment was of 
an autonomous nature than in Puerto 
Rico, and it is quite conceivable that 
net benefits in terms of the formula 
were low or negative.” 

Even if an exemption program were 
judged on the basis of the suggested cri- 
terion to be a no gain proposition, how- 
ever, it does not necessarily follow that 


52 The results of a careful questionnaire survey 
concerning the effects of a property tax exemption 
program in the state of Louisiana reported by Wil- 
liam D. Ross in “Tax Exemption in Louisiana as a 
Device for Encouraging Industrial Development,” 
The Southwestern Social Science Quarterly, Vol. 34, 
No. 1 (June, 1953), pp. 14-22, may be used to il- 
lustrate the proposed criterion. Total investment 
covered by exemptions (It) was about $350 million, 
total fiscal sacrifice (Re) about $50 million, while 
induced investment (I:) was judged to be approxi- 
mately $25 million. It follows that autonomous in- 
vestment (In) was about $325 million. 

As was pointed out in the preceding note, our 


Ri Ia 


formula assumes — = —. 
Ri |i 


Substituting the Louisiana 


values we find that Ri =$46.4 million. In other 
words the state paid $1.86 in true revenue sacrifice 
for each $1.00 of induced investment. 
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it should be rejected. In a dynamic 
situation the timing of investment un- 
der the exemption program may mean 
that the economy will reach the stage of 
self-sustaining growth more rapidly with 
than without the program, even though 
the criterion indicates that no gains are 
to be made. If the autonomous and in- 
duced investments flow in at the same 
time, it is clear that the revenue that 
would have been gained as a result of 
the autonomous investments, absent tax 
exemption, would have been available 
only at a later date. Thus the govern- 
ment could not match the induced in- 
vestment with the tax proceeds from 
autonomous investment immediately un- 
less its borrowing power were enhanced 
sufficiently on the basis of anticipated 
future revenues. Consequently some 
small loss on the basis of the criterion 
may represent more accurately the true 
break-even situation. Moreover, it may 
happen that the government is either 
unwilling or unable to achieve a rate of 
return on its own disposal of tax reve- 
nues which it judges to be as high as 
that obtainable from induced private 
investment. In these circumstances it 
may weight a dollar of true revenue 
sacrifice less heavily than a dollar of in- 
duced investment, so that a break-even 
situation in terms of the criterion would 
represent a net gain. 

On the other hand a judgment of 
substantial net benefits in terms of the 
criterion does not necessarily mean that 
an exemption program should be ac- 
cepted. It must be understood that 
the criterion is by nature a marginal 
condition which gives a requirement for 
maximization of benefits from this par- 
ticular program. It cannot indicate in 
the absence of further information that 
some other program will not have an 
even higher yield. 
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C. Problems of Administration 


While this study has been confined 
for the most part to an analysis of the 
economics of exemption, there are 
nevertheless many difficult and delicate 
administrative problems connected with 
most of the programs. An automatic 
exemption of the Indian type avoids 
most of these, but in the three areas 
studied in Part III problems which it 
would seem are virtually impossible to 
solve in an underdeveloped country 
have arisen.*® When exemption is given 
to one or a few products of a multi- 
product firm, e.g., all sorts of special 
bookkeeping procedures involving arbi- 
trary allocations must be made. Or if 
exemption is granted to one stage in an 
integrated operation, there may be an 
attempt to shift profits to the exempted 
stage.* Another difficulty arises when 
the nonintegrated competitors of an in- 
tegrated company fear that exemption 
will be employed to drive them out of 
business, since the exemption may be 
granted only to a stage in the process 
which is not covered in their opera- 
tions.”® 

Because of the difficulties in adminis- 
tration of exemptions and the many op- 
portunities to employ exempt status for 


53 The studies by Taylor and Ross & Christensen 
discuss many of the administrative aspects of the ex- 
emption programs in Puerto Rico and Mexico in de- 
tail. 


54 Taylor, op. cit., p. 47 cites the case of a Puerto 
Rican manufacturer with a sales outlet. The over-all 
sales in one fiscal year amounted to $72,817.12 and 
net income was $6,141.21, but the exempt manu- 
facturing part of the business showed a profit of 
$6,317.53, while the sales outlet incurred a loss of 
$176.32. 


55 Cf. the case of the Puerto Rican Oil Refining 
Co., Inc., where representatives of the established oil- 
marketing companies requested that the terms of any 
grant to the refiner be limited to the manufacture 
and sale at refinery prices so that the refiner could 
not establish a monopoly in distribution. Ibid., p. 
44. 
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illegal purposes, there is a danger that 
the program will breed graft and cor- 
ruption. In the Philippines there is 
evidence that grants have been obtained 
for many unqualified companies through 
bribery, and that exempt companies 
have channeled exempt imports to the 
black market and engaged in illicit 
trading in import licenses. Another 
problem has been the fictitious over- 
pricing of exempt imports in order to 
qualify for larger amounts of scarce 
foreign exchange. 


D. Conclusions 


Because of the many problems con- 
nected with income tax exemption, it 
would seem highly desirable to explore 
other avenues of approach to the prob- 
lem of investment stimulation via the 
tax mechanism. Professor Shere’s sug- 


gestion that Puerto Rico underwrite 50 
per cent of the losses of firms that 


should be subsidized is one possibility.* 
Other schemes which might relieve tax 
burdens in a more desirable fashion than 
the income tax exemption measures dis- 
cussed, e.g., the allowance of recoupment 
of initial investment over an indefinite 
time span and various devices which af- 
ford delay in tax payments, would also 
bear examination. m 

It must be remembered, however, 
that manipulation of the tax mechanism 


56 Cf. the results of an investigation by a Philip- 
pines Congressional subcommittee reported in Foreign 
Tax Law Association, The Foreign Tax Weekly Bul- 
letin, Vol. IX, No. 36 (Jan. 28, 1959), pp. 1-2. 


57 Louis Shere, A Tax Program for Puerto Rico 
(San Juan: Department of Finance, 1951), p. 116, 
cited by Taylor, op. cit., p. 113. 
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alone is not likely to produce astonish- 
ing results in promoting investment in 
underdeveloped countries. The barriers 
to investment are complex and diverse, 
and no single panacea exists which will 
bring them down. It may even be 
doubted that the tax structure is im- 
portant in the minds of undertakers of 
new business enterprise, although it may 
become more significant at a later stage 
of expansion.*® Insofar as this is the 
case, better results might be attained by 
concentrating tax concessions in the 
area of promoting desirable expansion 
by existing firms, and attempting to at- 
tract new enterprise through other 
types of inducements. 

In the end, it should be understood 
by countries undertaking exemption 
programs that the venture is not likely 
to be blessed with great success in the 
form of vast increases in investment. 
It should also be understood that tax 
exemption schemes like those used in 
Mexico, the Philippines, and Puerto 
Rico, although relatively simple to legis- 
late, are difficult to administer, and that 
the use of this technique is fraught with 
the dual dangers of loss of equity in the 
tax system and the possibility that the 
government will be unable to finance 
needed expenditures without inflation. 

58 Cf. J. Keith Butters, L. E. Thompson, and L. L. 
Bollinger, Effects of Taxation: Investment by Indi- 
viduals (Boston: Graduate School of Business Admin- 
isttation, Harvard University, 1953), p. 4. On this 
score one study of U. S. firms concludes that taxa- 
tion, both foreign and domestic, had a small role 
either as an impediment to or incentive for under- 
taking foreign investment. Cf. E. R. Barlow and 
Ira T. Wender, Foreign Investment and Taxation 


(Cambridge, Mass.: Harvard Law School Interna- 
tional Program in Taxation, 1955), p. 124. 





THE SEARCH FOR AN APPROPRIATIONS BASIS 


NORMAN VY. BRECKNER * 


 * sgrencendel years have seen renewed in- 
terest in problems of the federal 
budgetary process. One issue that has 
received considerable attention concerns 
the “* basis for appropriations,” as it has 
come to be called in Congressional hear- 
ings on budgeting. 

We may conceive the budget execu- 
tion of any selected activity to be epi- 
sodic in nature, beginning with a com- 
mitment to acquire resources and to em- 
ploy services, and ending with the appli- 
cation of these resources in performing 
the operation. The appropriations basis 
refers to the particular episode in terms 
of which the legislative branch specifies 
the amount of money available to the 
government agency for disbursement to 
those who provide resources to the gov- 
ernment. At least four such stages are 
distinguished: (1) incurrance of the 
obligation, (2) receipt of the item, (3) 
actual payment, (4) application in per- 
forming the end-service. 

These are conceptually distinct ac- 
tions which may or may not constitute 
separate temporal stages in utilizing par- 
ticular resources. Their temporal sepa- 
ration raises the question of the proper 
way to specify expenditure authority in 
the budgetary process. 

The choice among appropriations bases 
represents only one of the interrelated 
dimensions of a budgetary process. 
Other dimensions, both analytical and 
procedural, involve: structuring alterna- 


* The author is Assistant Professor of Economics 
at the University of California, Los Angeles. 


tive programmed activities according to 
goals of basic policy; estimating the 
time-patterned gains and costs of alter- 
native programs to permit major alloca- 
tion decisions; timing the preparation 
and submission of the executive budget 
to the Congress; devising functional ap- 
propriation categories; expressing en- 
acted appropriations in terms of organ- 
izational units and apportioning funds 
among administrative units; evaluating 
the impacts of budgetary procedure 
upon operating methods of resource pro- 
curement and use; review of realized 
costs and accomplishments to permit re- 
appraisal of the major alternative pro- 
grams and their operating methods. 
This discussion confines itself chiefly to 
the basis issue. It turns to other budg- 
etary areas only as an appreciation of 
the basis problem relates to them. 


Origin of the Issue 


The basis issue has arisen in its present 
outlines only recently. As late as 1950 
a detailed summary of alleged budgetary 
problems and various suggestions for re- 
form contained only the briefest refer- 
ence to it, as such.’ This was after the 

; : 


1 George B. Galloway, Reform of the Federal 
Budget, the Library of Congress Legislative Reference 
Service, Washington, D. C., 1950. See p. 33 where 
Galloway quotes Mr. Herman C. Loeffler, a member 
of the professional staff of the Senate Committee on 
Expenditures in the Executive Departments, in an 
unpublished memorandum as follows: “. . . the obli- 
gation approach emphasizes the financial arrangement 
to be made rather than the work actually to be done 
in the budget year. It makes impossible the control 
of overall expenditures specified in the legislative 
budget. It stimulates multi-year contracts ....” 
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investigations of the first Hoover Com- 
mission, and after introduction of legis- 
lation designed to improve budgetary 
and accounting practices (e.g., Title IV 
of the National Security Act, as amended 
in 1949, and the Budget and Account- 
ing Procedures Act of 1950).” Wide 
concern with the method of defining ex- 
penditure authority is a product of the 
last decade. It grew in the early ’fifties 
with the accumulation of a huge back- 
log of unexpended balances, expenditure 
authorizations still remaining from ap- 
propriation bills of several prior years. 
By the mid-’fifties the order of magni- 
tude was 50-60 billions of dollars, 
roughly approximating the level of an- 
nual federal expenditures. It alarmed 


many observers, including members of 
Congress, that the actual annual ex- 
penditures, which affected the size of the 
annual cash deficit (or surplus) and the 





See also a later discussion of certain aspects of the 
issue by Loeffler, “ Alice in Budget-Land,” National 
Tax Journal, March 1951, pp. 54-64; and Michael S. 
March, “A Comment on Budgetary Improvement in 
the National Government (In Reply to Alice),” Na- 
tional Tax Journal, June 1952, pp. 155-73. 


2A Hoover Commission Task Force report did 
recommend “the lapse of all unencumbered balances 
of annual appropriations not later than three or four 
months after the end of the fiscal year to which they 
relate.” See Task Force Report on Fiscal, Budgeting, 
and Accounting Activities, prepared for the Commis- 
sion on Organization of the Executive Branch of the 
Government (Washington: 1949), p. 77. No men- 
tion of this appears in the Commission’s report recom- 
mending “ performance budgeting ” and “a complete 
survey of the appropriation structure.” In connec- 
tion with the appropriation structure, the Commis- 
sion’s report observes that it “is further complicated 
by several different kinds of authorizations such as 
annual, no-year, and permanent appropriations, reap- 
propriations, contract authorizations and appropria- 
tions to liquidate contract authorizations. Congress, 
the press, and the public are therefore often confused 
about the total amount of appropriations in any 
major appropriation bill.” Commission on Organiza- 
tion of the Executive Branch of the Government, 
Budgeting and Accounting, A Report to the Congress 
by the Commission (Washington: 1949) p. 13. 
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borrowing and refunding operations of 
the Treasury, were subject only to a 
loose specification in annual money bills 
passed by Congress. 

The backlog developed during the 
Korean War. As in any such military 
build-up it took time to develop the sup- 
ply capability and to spend the money. 
In preparing the expansion, Congress 
appropriated faster than the executive 
spent. After the experience of World 
War II, there is nothing new or startling 
in a relatively short build-up, itself, to 
sustain alarm about the growth of unex- 
pended balances. Anticipating the end 
of Korean hostilities, one might have 
optimistically expected balances to 
dwindle sharply, simultaneously with 
reductions in expenditure intentions and 
in new appropriations bills emerging 
from Congress, as funds were either 
spent in fulfilling contracts or rescinded 
by Congress. Yet the 1955 reports of 
the second Hoover Commission and its 
Task Force on Budget and Accounting, 
and the subsequent consideration of bills 
on budgeting procedures before com- 
mittees in both the House and Senate in 
1956 through 1958, highlighted the phe- 
nomenon of unexpended balances and 
their relation to the appropriation 
method.® Several elements account for 


3 Commission on Organization of the Executive 
Branch of the Government, Budget and Accounting, 
A Report to the Congress by the Commission (Wash- 
ington: 1955) pp. 17-25, hereafter cited as Budget 
and Accounting, 1955; Task Force Report on Budget 
and Accounting, prepared for the commission (Wash- 
ington: 1955) pp. 33-40, hereafter cited as Task 
Force Report, 1955; Budgeting and Accounting, 
Hearings before the Subcommittee on Reorganization 
of the Committee on Government Operations, U. S. 
Senate, 84th Cong., 2d. sess. (Washington: 1956) 
parts 1 and 2, and 85th Cong., Ist sess. (1957); 
Budget and Accounting, Hearings before a Subcom- 
mittee of the Committee on Government Operations, 
House of Representatives, 84th Cong., 2d. sess. 
(1956); Improving Federal Budgeting and Appropria- 
tions, Hearings before a Subcommittee of the Com- 
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the prominence of the issue: the absolute 
size of government, particularly national 
security, operations; “lead-time” in 
capability development; and the current 
financing practice on long lead-time 
military items that was adopted concur- 
rently with the Korean build-up. 

First, the annual rate of national se- 
curity expenditures (military, mutual 
assistance, and atomic energy), where 
most unexpended balances concentrate, 
fell less than 25 per cent following the 
Korean armistice in July, 1953, to an 
annual rate of approximately $40 bil- 
lion reached in the late 1954. Thence- 
forth they began to rise very gradually. 
But the fact that the absolute level of 
government expenditures remained so 
much higher than in any previous peace- 
time period is not sufficient in itself to 
explain the magnitude of, and the con- 
cern over, unexpended balances. To- 
ward the end of Korea, new appropria- 
tions began to decline earlier than ex- 
penditures and fell much more sharply. 
Had they long remained below expendi- 
tures the wartime accumulation of bal- 
ances would have vanished. However, 
by fiscal year 1956 appropriations rose 
again. Once wartime production had 
been mounted and deliveries were roll- 
ing during and after the war, why were 
balances not worked low again before 
any significant rise in appropriations for 
post-Korean, national security projects? 

A second element involves the techno- 
logical fact of “lead-time.” The earlier 
reference to the episodic character of 
commanding and applying resources 
suggests the barest implication of its im- 
portance. It takes time, months and 
often years after a commitment is made, 
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mittee on Government Operations, House of Repre- 
sentatives, 85th Cong., Ist sess. (1957). 

Hearings before a Government Operations Subcom- 
mittee will hereafter be cited as Senate Hearings or 
House Hearings of the appropriate year 
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to produce large or intricate items of 
military equipment and construction in 
quantity. Moreover, in recent years 
heavy emphasis on continuity in re- 
search, development, and application 
investigations, prior to procurement con- 
tracts, features the rapid advances in sci- 
ence and technology. In a large portion 
of national security expenditures we 
constantly press upon the borders of our 
experience and understanding. While 
often we refer to the broad advance in 
science and technology as “ rapid,” it 
takes time from conception to operation 
of the complicated weapon system.* 
This is true in many economic activities, 
but nowhere is it more critical than in 
modern national security efforts. 

The third element in explanation of 
the rise to prominence of the unex- 
pended balance issue concerns the way 
we now provide financing for the pro- 
curement, construction, and research 
portions of national security projects. 
Present practice estimates the total out- 
lay required to procure a group of 
“hardware” items, for example, and 
then defines at the outset the right to 
snend up to this amount, the “ funds ” 
to remain available for disbursement 
over a future interval.’ The interval 
may be chosen to approximate the dura- 
tion of the anticipated delivery sched- 
ule. Thus, some funds are passed for 


4 For a discussion of design and construction prob- 
lems giving rise to military lead-time, see the state- 
ment of David Novick, Federal Expenditure Policy 
for Economic Growth and Stability, Hearings before 
the Subcommittee on Fiscal Policy of the Joint Eco- 
nomic Committee, 85th Cong., Ist sess., pp. 346-50. 


5 It is customary in appropriations discussions to 
speak of granting “cash,” “ funds,” or ‘ money,” 
whereas actually it is the right to make expenditures. 
Contrary to some impressions, this does not involve 
the accumulation of Treasury deposit balances to be 
idled until spent. The Treasury must arrange for 
financing only in accordance with the projected time 
rate of expenditure. 
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two years, some for three years. Re- 
cently, the great bulk of these grants are 
on a “no-year” basis to be available 
until expended (unless later rescinded 
by Congress). For each authorization 
unexpended balances at year’s end are 
inevitable. 

Present practice is familiar now as the 
* new obligational authority ” specifica- 
tion of spending rights. It defines total, 
available disbursement authority with 
reference to the obligation-incurring 
episode. To the initial authority to in- 
cur obligations there is attached simul- 
taneously an equivalent right to dis- 
burse. Of course, this is an estimate 
subject to Congressional reappraisal with 
accumulation of cost experience toward 
the conclusion of the procurement proj- 
ect, if not before. Nonetheless, subject 
to this reappraisal, “‘ all the money ” for 
delivery of a group of equipment items 
is provided initially, to be disbursed 
through time as the Defense Depart- 
ment sees fit in scheduling production of 
equipment components with contrac- 
tors. 

The simultaneous conveyance of equi- 
valent obligational and expenditure 
authority formally applies to acquisition 
and use of all resources in addition to 
long lead-time items. The difference is 
that for salaries, services, travel, etc., ex- 
penditures comprising slightly over half 
of annual national security expendi- 
tures, the gap between obligation and 
expenditure is negligible. Where an ap- 
propriation category largely involves 
such disbursements, the new obligational 
authority is passed for one year and any 
portion unobligated at the close of the 
fiscal year then lapses. 


Why New Obligational Authority? 


The specification, at the outset, of 
the expenditure authority for the pro- 
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jected cost of a long lead-time military 
“ bundle ” is less than a decade old as 
the dominant appropriation method. 
Why was it adopted? 

It was intended as an improvement 


over the World War II appropriations ~ 


situation. In retrospect, spokesmen for 
the House Appropriations Committee, 
the Department of Defense, the Gen- 
eral Accounting Office, and the second 
Hoover Commission have regarded the 
earlier appropriations experience as cha- 
otic. From reports and hearings on 
budgetary methods it is possible to syn- 
thesize a graphic attitude toward the 
World War II practice.® 

Actual spending authority for a pro- 
curement project was not granted on 
the basis of any systematic estimate of 
total outlay required to deliver it. Nor 
was it specified periodically in terms of 
the estimated goods and services to be 
received for each shorter interval, say a 
year. Of course, in a rapid acceleration 
effort of such proportions we had only a 
crude ability to estimate and compare 
procurement disbursement and delivery 
schedules in advance. Information at 
the disposal of appropriators on cumu- 
lating cost and schedule experience, 
project by project, was also poor. What- 
ever may have been the disposition in 
those harried days to attempt budgetary 
review for systematic selection among 
projects, Congress did not have system- 
atic information available from its ac- 
counting and budgetary procedures. A 


6 House Hearings 1956, pp. 189, 192-93; Statement 
of Representative George H. Mahon, House Hearings 
1957, pp. 128-62; Senate Hearings 1956, pp. 168, 
274, 278, 304; Senate Hearings 1957, pp. 42-43, 57; 
Department of Defense Appropriations for 1957, 
Hearings before the Subcommittee of the Committee 
on Appropriations, House of Representatives, 84th 
Cong., 2d. sess., pp. 984-86; Administration Plan to 
Improve Congressional Control of the Budget, House 
Report No. 216, by the Committee on Appropria- 
tions, 85th Cong., Ist sess. 
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partial grant of obligational authority, 
carrying the right to spend, initiated a 
project. Coupled with it went the 
authority to enter into contracts for ad- 
ditional portions. The latter is “ con- 
tract authorization.” It does not carry 
expenditure rights. The initial obliga- 
tional (and expenditure) authority ap- 
parently was “ picked out of the air,” 
more or less, sufficient in size to get a 
project rolling but constrained by the in- 
creasing expenditures required all across 
the front of the build-up. In subse- 
quent bills, Congress would then rather 
automatically, but uneasily, provide ap- 
propriations “to liquidate contract au- 
thorizations.” Initial conveyances of 
contract authorizations were casually 
considered, receiving far less scrutiny 
than new obligational authority carry- 
ing the expenditure prerogative now 
receives. 

By 1952 Congress had all but aban- 
doned grants of contract authority in 
defense appropriations bills as a device 
for initiating production in the lead- 
time area. It was a “ snare and a delu- 
sion” in the evaluation of members of 
the House Appropriations Committee.” 
By 1955, “full funding” by the new 
obligational authority method verged 
toward similar disrepute with many 
other members of Congress and in other 
quarters concerned with government 
spending and efficiency. 


Alternative Proposals 


Several steps in the process of com- 
manding resources to the fulfillment of 
adopted activities have been distin- 
guished. In specifying legislative ap- 
propriations, whichever episode we se- 
lect for definition and measurement pur- 
poses, it is clear that we must also choose 
a time interval. There is a termination 

7 Ibid., p. 5. 
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date except in the case of “ no-year” 
money of recent years. As far as the 
carryover of balances from one year to 
the next is concerned, if the appropria- 
tion interval is longer than a year there 
will be unexpended balances at year’s 
end regardless of which basis is em- 
ployed; e.g., irrespective of whether ex- 
penditure authority is attached to au- 
thority to incur obligations, or specified 
in terms of the estimated goods and 
services actually to be received. 

Some have proposed the classification 
of all departments or agencies into sev- 
eral groups, perhaps three or five, with 
agencies in only one group coming up 
for appropriations in a given year and 
appropriations for each agency stated 
for either a three- or five-year period.® 
This might help to stabilize expectations 
both within and without government. 
Perhaps it would permit the Appropria- 
tions Committees to analyze budgetary 
requests more fruitfully with a narrower 
range of activities to examine each year. 
A long interval would “ catch ” the de- 
livery as well as the obligation for long 
lead-time items. For this reason, under 
this method it would be a negligible is- 
sue whether, for example, expenditure 
authority attaches to authority to obli- 
gate or to receive goods and services. 
Whatever the possible merits of this 
method, it has not received serious atten- 
tion in proposals of the last few years. 

Proposed alternatives to the new ob- 
ligational authority method generally 
confine the appropriations interval to 
one-year, the expenditure right being 
limited in terms of one or the other of 
the remaining three bases: (1) goods 
and services actually received, (2) cash 
payments made, (3) goods and services 
consumed. 

(1) Goods received. The second 


8 Galloway, op. cit., pp. 134-35. 
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Hoover Commission recommended ad- 
option of annual “accrued expenditures” 
appropriations, in addition to other sug- 
gestions designed to improve project in- 
formation and budgetary exhibits. Ex- 
penditure authority would be measured 
as “the charges for goods and services 
estimated to be received during the year 
. . . and other assets acquired, whether 
or not payment has been made and 
whether or not invoices have been re- 
ceived.” ® It would be granted for one 
year only. The mechanics of this ap- 
propriations basis fitted well with other 
Commissions budget and accounting re- 
commendations: accrual accounting 
procedures in general, and “cost-based” 
budget estimates for proposed “work 
plans” revealing total resources involved 
in each appropriation category, includ- 
ing resources on hand, on order, to be 
consumed, and to be ordered.° The 


effect of annual accrued expenditures 


appropriations is to require agencies to 

schedule deliveries in such fashion as to 

keep deliveries in each appropriation 

category (however narrow or broad 

categories may be in terms of function 

and organizational unit) within the sum 
® Budget and Accounting 1955, p. 22. 


10 Task Force Report 1955, pp. 30, 35, 68-70; 
Budget and Accounting 1955, pp. 13-15, 36-38. For 
statements by the Comptroller General of the United 
States in support of cost accounting recommendations 
see Senate Hearings 1956, pp. 17, 273 and Senate 
Hearings 1957, pp. 24-26. Of course, these recom- 
mendations are not original with the second Hoover 
Commission. Spokesmen testify that such procedures 
have been under development in the joint accounting 
improvement program of the Treasury, the Bureau of 
the Budget, and the General Accounting Office. As 
far as the Department of Defense is concerned, title 
IV of the National Security Act, as amended in 1949, 
commends accrual accounting and cost-based budget 
estimates which the Department has been installing 
in its internal operating budgets and reports and in 
determining “ requirements for additional obligation 
authority.” See Senate Hearings, 1956, pp. 219-20, 
322-24. 
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set in the appropriation act each year. 
This does not preclude the possibility of 
requests for supplemental appropria- 
tions. 

At the end of each fiscal year only 
the balance of the accounts payable in 
each appropriation would be transferred 
to the next year’s appropriation." Any 
remaining, unused expenditure author- 
ity would lapse. Under accrued annual 
expenditures appropriations, the Com- 
mission recognized that agencies would 
require forward contracting authority 
from Congress in order to initiate pro- 
duction of longer lead-time items for 
delivery in subsequent appropriation 
periods. 

(2) Cash disbursements. A slightly 
different method involves specifying 
money available in terms of actual pay- 
ments agencies may make during the 
year. The effect of this method is to re- 
quire agencies to schedule payments in 
order to keep actual disbursements with- 
in the total specified in the legislation. 
While this statement of constraint might 
appear to be more confining than that 
above, the Department of Defense, 
whose operations by their nature would 
be affected more than activities of other 
agencies with less varied procurement 
responsibilities, does not believe there 
would be an important difference be- 
tween this and accrued expenditures 
grants.” 

(3) Goods consumed. There is a pro- 
posal that expenditure authority be re- 
lated directly to consumption in a given 
year,—that Congress go one step fur- 
ther to “appropriate funds to cover the 
consumption of the goods and services 
necessary to carry out approved pro- 


11 Senate Hearings 1957, p. 53. 
12 Tbid., p. 43. 
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grams during a fiscal year.”** For 


many operating items, e.g., salaries and 
travel, there is no lag between the meas- 
urement of receipt and consumption. 
Present practice already appropriates for 
such services essentially on a “goods 
consumed” basis. For items of supply, 
changes in inventory largly represent 
the difference between deliveries and 
consumption. Appropriations could be 
so stated as to provide for consumption 
and inventory accumulation separately. 
The accounting involved would permit 
“the entry of services and materials as 
costs when supplied and used rather 
than when acquired or paid for.” * As 
a step in this direction the Department 
of Defense has expanded the use of 
“working-capital” or “stock” funds. 
Stock funds are simulated enterprises 
which buy, hold, and sell material and 
supply items to user units, the recipients 
of periodic appropriations.° To some 
degree, stock funds may make a con- 
tribution toward efficiency if they can 
place meaningful alternative costs upon 
those in user units who make decisions 
about particular resource combinations 
to employ. But there is no move to 
apply the “goods consumed” basis to 
expenditure authorizations in the pro- 
curement, construction, and research 
areas. 

Thus, in the search for an appropria- 
tions basis for approved activities, only 
two distinct candidates emerge from re- 
cent experience and discussion. On the 
one hand there is current practice,— 


183 Statement of Dr. Robert N. Anthony, Senate 
Hearings 1956, p. 295. 


14 Lloyd Morey, ‘Comments on Federal Budgeting 
and Accounting,” Senate Hearings 1956, p. 227. 


15 For an analysis of simulated enterprises in the 
government see my forthcoming article in the Jour- 
nal of Political Economy, “ Government Efficiency 
and the Military Buyer-Seller Device.” 
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obligational authority with attached ex- 
penditure rights which may extend for 
a multi-year period. Alternatively, 
there is single-year expenditure author- 
ity for the estimated goods and services 
to be received, supplemented by for- 
ward contracting authority that does 
not, itself, carry the expenditure right. 


Problems and Prospects 


What do we hope to achieve (or 
avoid) in our selection of an appropria- 
tions basis? 

Broadly, we seek to employ evidence 
of activity costs and accomplishments 
in order to choose among alternative 
programs and to promote efficient op- 
erating methods within them. This is 
properly the desired achievement of the 
whole budgetary process. The appro- 
priations issue is frequently energized by 
dissatisfaction with large unexpended 
balances which may weaken “ Congres- 
sional control of the purse.” Yet the 
appropriations method is but one part 
of the budgetary process which must 
assist at the selection of objectives, 
choose and provide for programmed act- 
ivities, and reappraise their merits as the 
evidence accumulates. 

Hearings and reports reveal two para- 
mount themes in the appropriations 
issue. They may be summarized as con- 
tinuity in project execution and review 
and appraisal. 

Spokesmen for the Department of 
Defense emphasize the former. They 
carefully point out that grants of new 
obligational authority, as recently prac- 
ticed, provide advantages which must be 
secured under any device if the acquisi- 
tion of long lead-time items is to avoid 
certain inefficiencies. The current 
method requires advance estimation of 
costs of “hardware” groups, and the 
estimated full authorization to proceed 





No. 3] 


with contractual obligations for all the 
various components of the delivered 
article. Without an early cut-off date 
on the authorization there has been no 
inducement to obligate or spend prema- 
turely for componentry lest lapsed 
funds be lost or delayed in reinstate- 
ment. Also, technological developments 
accrue during procurement of the air- 
craft, missile, or vessel. These yield de- 
sign and engineering changes in com- 
ponents during the interval of procure- 
ment. It is economical initially to enter 
contracts only for the longest lead-time 
items, perhaps the airframe of the air- 
craft or the hull of a ship. Other com- 
ponents,—perhaps propulsion, guidance, 
fire control,—are not ordered to molder 
unnecessarily in inventory. Their con- 
tracts are dovetailed later to permit ap- 
plication of design or engineering ad- 
vances achieved in the interim.’* After 
the initial project sifting, selected pro- 
jects are granted full authority enabling 
both firm planning and the opportunity 
to adjust flexibly in componentry sche- 
duling over time. 

Further, the Department emphasizes 
that recently their ability to forcast ag- 
gregate expenditures for the forthcom- 
ing year has improved considerably. 
There is greater experience in employ- 
ing an aggregate “schedule slippage” 
factor when combining disbursement 
estimates in lead-time areas, since indivi- 
dual delivery schedules are subject to 
slippage from forecasted rates. Because 
individual schedule slippages show siz- 
able variance, the same accuracy in esti- 
mating expenditures for each particular 
procurement and construction project 
cannot be achieved.’7 Nonetheless, the 


16 Senate Hearings 1956, p. 340; Senate Hearings 
1957, pp. 35, 41-43. 


17 Senate Hearings 1956, pp. 177-78, 331-32. 
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collection of individual expenditure 
forecasts is now comprehensive and cur- 
rent. For each principal contract, the 
contractor submits a quarterly report 
forecasting amounts expected to be in- 
voiced the government or payments ex- 
pected to be received from the govern- 
ment.’* Improved projections of aggre- 
gate expenditures will ease the Treas- 
ury’s problem of fitting together tax 
collections, expenditure schedules, and 
debt management under the constraint 
of a legislated debt ceiling. 

In sounding the continuity in execu- 
tion theme the Defense Department, as 
the largest single operating agency, was 
not expressing opposition to appropria- 
tions on an accrued expenditures basis. 
In fact, if the Department can estimate 
aggregate annual expenditures fairly ac- 
curately it should have little trouble 
with inflexibilities resulting from the 
annual disbursement constraint, unless 
appropriation categories are too narrow 
to permit substitution. But it empha- 
sizes the urgency of a type of contract 
authority which would give the Depart- 
ment the forward planning and com- 
ponentry dovetailing advantages now 
attributed to obligational authority. 

The other major objective in the 
search for an appropriations basis is a 
tightened, systematic review and ap- 
praisal of alternative projects, in pros- 
pect, in execution, and in retrospect. 
The attachment of full expenditure 
rights to initial obligational authority 
was earlier regarded as a move to inject 
into budget decision-making a respon- 
sible appraisal, both by executive de- 

18 Forecasts in each quarterly report are for “ each 
of the next 9 months and the following quarters for 
the balance of the succeeding Government fiscal year, 
and the completion of the contract thereafter ....” 
Information on the report may be found in Air Force 


Procurement Instruction, Section LVII, Part 37, Rev. 
22 Apr. 1958. 
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partment and Congressional committee, 
which was lacking in the haphazard 
authorizations ascribed to the contract 
authority device in former years. Mem- 
bers of the House Appropriations Com- 
mittee, particularly, expound this view.’® 
They believe that when “all the money” 
is granted at the outset, when the “full 
bill” is presented to choosers, the various 
projects will receive more careful ad- 
vance appraisal before decision and com- 
mitment. 

Yet other observers offer some type 
of annual expenditures appropriations 
principally as a device to improve the 
decision process. They point out that 
we are far short of an ability to esti- 
mate in advance precisely the full cost 
of individual hardware or construction 
projects. Each project is subject to a 
high degree of uncertainty. Experience 
with each accumulates only gradually 
as it proceeds. Yet it is felt that Con- 
gress remains cut off from systematic 
control over the sequence of decisions 
required. There is a strong desire to 
shift the burden of digging out the rele- 
vant facts, as they unfold, from the Ap- 
propriations Committee “over to the de- 
partments, to make them reveal to the 
Congress how they are spending our 
money, . . . what performance we are 
getting.” °° According to the Comp- 
troller General: 


. . this method of determining appro- 
priations provides a means of direct con- 
gressional control over the yearly segments 
of planned performance. It provides an 
orderly review by the Congress of the 
amount of funds needed in any year in 
relation to the year-by-year accomplish- 


19 House Report No. 216, op. cit., pp. 5-6; see 
also the testimony of Congressman George H. Mahon, 
House Hearings 1957, pp. 128-62. 


20Statement of Congressman Paul G. Rogers, 
House Hearings 1957, p. 37. 
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ments and their costs as compared to each 
year’s estimated performance and esti- 
mated costs. . . . Also, the year-by-year 
control of a program... provides the 
Congress with a current and continuing 
tool for exercising restraint over contract- 
ing on a continuing program whose costs 
are substantially exceeding the original 
estimated costs in which the program was 
approved, or whose performance is drag- 
ging.”! 


In short, he hopes this method of appro- 
priating would automatically put sub- 
stance and teeth into the appraisal pro- 
cess. 

To this end, departments also would 
be required regularly to submit both 
realized and planned “cost and ‘perfor- 
mance” data on their annual “work 
plans” as indicated in Hoover Commis- 
sion recommendations. The depart- 
ments are effecting improvements in 
their accounting procedures and internal 
budgeting exhibits, prodded by studies 
both inside and outside the operating 
departments and authorized by acts of 
Congress.?”_ Congressman Mahon, chair- 
man of the House Subcommittee on De- 
partment of Defense Appropriations, in- 
dicates that his Committee can have any 
exhibits it likes (within the limitation of 
current accounting practice), without 
requiring the annual method of convey- 
ing appropriations.” 

Clearly, proponents of annual ex- 
penditures appropriations regard it as a 
device for promoting annual Congres- 
sional evaluation and control of sequent- 


21 Senate Hearings 1957, pp. 9-10. 


22.Cf. footnote 10. Public law 863, 84th Cong., 
2d. sess., provided for a number of recent recommen- 
dations, including establishing the accrual basis of 
accounting and “ cost-based”” budget estimates “as 
soon as practicable.” It did not authorize the annual 
accrued expenditures basis for appropriations. 


23 House Hearings 1957, pp. 199-204. 
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ial decisions involved in major procure- 
ment and construction activities. It is 
an “incremental” budget authorization 
method. Departments must appear 
each year to request funds since they 
have no authorization to spend other- 
wise. No doubt this obvious feature is 
a major source of its appeal. Yet cur- 
rent practice employs new obligational 
authority in a substantially incremental 
fashion in most cases, even when par- 
ticular authorizations remain available 
until expended.** Planes, missiles, ve- 
hicles, and other equipment items are 
budgeted in successive stages and funded 
in relatively small groups, only, in each 
of a number of successive years. For 
example, in development and procure- 
ment of an aircraft, typically there are 
successive fund blocs for experimental 
vehicles, a test inventory, then perhaps 
a bloc for two wings of operating air- 
craft, then three more wings, etc. Each 
year the appropriations committees may 
review experience on the particular 
equipment. If the chief concern is con- 
trol of procurement activities—review- 
ing equipment performance, and cost, 
delivery, and disbursement schedules— 
one appropriations basis provides formal 
review occasions and incremental auth- 
orizations about as frequently as the 
other. 

If we evaluate potential advances in 
decision-making, offered in appropria- 
tions proposals, against the background 
of other major budgetary dimensions 
(cited earlier), how do prospects ap- 
pear? One ought to harbor only modest 
hopes of infusing into the present bud- 
getary process a sharpened appraisal of 
basic programs and their operating ef- 
ficiency simply by employing a partic- 


24 This point has been clarified for me by G. H. 
Fisher of The RAND Corporation. 
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ular basis for budget authorization,— 
annual expenditures or otherwise. 

This assertion does not discount other 
current provisions for improvements in 
accounting and internal budgeting ex- 
hibits. For example, consider the ap- 
portionment procedure. The Bureau of 
the Budget apportions appropriated 
funds to major organizational units. 
They, in turn, allot them among in- 
termediate and operating units. ‘‘Cost- 
based” budget estimates designed to re- 
veal all resources involved on an organi- 
zational classification should strengthen 
the preparation and review of fund al- 
location. This is the administrative 
budget process. 

But what of the program budget 
structure and process? In recent years 
a number of analysts have stressed the 
critical role of the budgetary stage in 
making the major resource allocation 
decisions forthcoming from the inte- 
grated planning-programming-budget- 
ary process.2> Yet we still fall short of 
structuring budgeted activities accord- 
ing to goals of basic policy. Present 
budget categories, where major decisions 
focus, generally do not identify major 
governmental objectives or missions. 
“End-products” or services which con- 
tribute toward alternative objectives are 
not adequately distinguished.”® 

In the national security area, currently 
the major appropriation categories are 
procurement, military construction, mil- 
itary personnel, maintenance and oper- 


25 Arthur Smithies comments: “ The budgeting 
stage is the first point at which rational economic 
calculation—consideration of how scarce resources can 
best be allocated among various alternative uses— 
comes fully into play,” The Budgetary Process in the 
United States (New York: McGraw-Hill, 1955), p. 25. 


26 Among government activities outside the national 
security area, some agencies do better than others 
along these lines; e.g., the Bureau of Reclamation and 
the Forest Service. 
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ations, etc. Notwithstanding substan- 
tial modifications from the old agency 
approach, these categories still relate 
rather closely to things bought. Further 
progress toward a program budget would 
require resource units and functions to 
be accumulated and classified according 
to objectives to be achieved. The bud- 
get structure would then provide more 
help in major resource allocation discus- 
sions requiring comparisons of various 
combinations of changes in objectives 
and methods of achieving them. 

A more satisfactory program budget, 
“in the national security area, could in- 
volve organizing budgeted resources 
around major missions, such as deter- 
rence or a limited war capability, at the 
highest level. Alternatively, at a slightly 
lower level, major Air Force missions, in 
terms of which systems and activities 
could be classified and budgeted, would 
include the strategic, defense, and tact- 
ical.27 Each mission involves employ- 
ment of various different weapon and 
support systems. Furthermore, each 
Weapon system requires more than ini- 
tial procurement of the weapon hard- 
ware. To place the capability in being 
(i.e., to provide initially for the “end- 
service” sought), expenditures for real 
estate, construction, recruitment and 
training, etc., are also required. And to 
maintain operating readiness, expendi- 
tures such as pay and allowances and 
maintenance proceed for years follow- 


27 No attempt is made here to specify a “ correct 
form for a program budget. No consensus prevails. 
There are several proposals for budget structures 
which would organize costs of interdependent activi- 
ties in order to facilitate comparisons within a range 
of alternative programs and operating methods. See 
Smithies, op. cit., pp. 265-77; David Novick, Effi- 
ciency and Economy in Government Through New 
Budgeting and Accounting Procedures, The RAND 
Corporation, R-254, 1954; G. H. Fisher, “ Weapon- 
Systems Cost Analysis,” Operations Research, Oct. 
1956, pp. 558-71. 
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ing emplacement of the capability. For 
the individual weapon system, expendi- 
tures cut across appropriation categories. 
In making major allocation choices 
among missions and systems it may be 
critical to comprehend that alternative 
types of prospective capability differ 
cost-wise in other respects besides pro- 
curement outlays for bare equipment. 
There are differences in these other re- 
source costs and in the time pattern of 
these costs.2* This is, of course, per- 
fectly well understood by planners who 
bear responsibility for weapon-phasing 
proposals. An improved program budget 
would be designed to reveal this infor- 
mation for purposes of budgetary de- 
cisions by others who are not themselves 
architects of national security planning. 


Conclusions 


Several conclusions regarding the ap- 
propriations basis problem are asserted: 
(1) The power of Congress to keep 
tab on government procurement activ- 
ities probably differs little between ob- 


ligational authority grants and the bases 


involving only annual grants. Under 
the former, Congress, by rescinding or 
increasing authority for projects as it 
sees fit, may periodically exercise discre- 
tion over their execution much as it 
would under annual appropriations. 

(2) Required exhibits on planned and 
realized scheduling of lead-time projects 
may be specified independently of the 
basis for appropriations. There is one 
possible qualification. If regular sub- 
mittal of the appropriate information is 
somehow more likely as a precondition 
of securing annual expenditure grants, 
there would be some advantage to this 
basis. But it does not appear that this 
is the case. 


28 Fisher, op. cit. 
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(3) Pending further advances in pro- 
gram budgeting, it is unlikely that any 
available basis for specifying expenditure 
authority can further assist in monitor- 
ing achievements and costs of alternative 
programs and their operating methods. 
Epilogue 

In recent years several bills have been 
introduced designed to change the 
method of stating appropriations. In 
each case, the proposal was an annual 
accrued expenditures basis supplemented 
by contract authorizations. Such a bill 
has not yet passed in that form. 

In 1958, Public Law 759, 85th Con- 
gress, provided that “whenever the Presi- 
dent determines there has been estab- 
lished a satisfactory system of accrual 
accounting for an appropriation or fund 
account, each proposed appropriation 
thereafter transmitted to the Congress 
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for such account pursuant to the provi- 
sions of this Act shall be accompanied by 
a proposed limitation on annual accrued 
expenditures.” 

Such procedure does not change the 
current method of making appropria- 
tions, including use of multi-year obli- 
gational authority, nor will it affect hold- 
over balances of unused obligational 
(expenditure) authority. It will place 
a limitation, in each broad appropriation 
category presumably, on the annual sum 
of deliveries, advance and progress pay- 
ments, and “other liabilities becoming 
payable” under obligational authority. 
In view of improvements in recent years 
in annual expenditures projections in the 
lead-time area, it is difficult to conclude 
that much additional improvement in 
aggregate delivery and payments sched- 
uling may result. 





A COMMENT ON PROFESSOR MONYPENNY’S 
POLITICAL ANALYSIS OF FEDERAL 
GRANTS-IN-AID f¢ 


KENNETH G. AINSWORTH * 


ROFESSOR Monypenny’s examina- 

tion‘of grants-in-aid, which empha- 
sizes the politics of the matter, quite 
correctly concludes that these programs 
are the result of political coalitions; but 
there are two points in the study which 
require comment. 

1. Although “Each program is the 
product of a specific coalition . . .”, the 
coalitions are explained in this way: 
“Federal aid programs are an outcome 
of a loose coalition which resorts to a 
mixed federal state program because it 
is not strong enough in individual states 
to secure its program and because it is 
not united enough to be able to achieve 
a wholly federal program against the 
opposition which a specific program 
would engender.” The explanation is 
questioned. 

2. Throughout the argument and 
presentation of data, each state is treated 
as an almost completely independent 
and isolated economic community. Ac- 
tually these two points are closely re- 
lated, as the following comments will 
show. 

Consider the discussion of the ability 
of states to provide services for them- 
selves. What is a state’s ability to fi- 
nance programs independently? I agree 
that it is probably related to taxable re- 
sources and that per capita income is as 

+ National Tax Journal, March, 1960, p. 1. 


* The author is Assistant Professor of Economics 
at Allegheny College. 


good a measure as exists, and yet states 
which are able by this measure may be 
quite unable independently to use their 
resources to provide public services for 
themselves. Why? Not because too 
few people in the state want the service 
but because it is realized that the servi- 
ces cannot be provided by a particular 
state exclusively for the citizens of that 
state. 

To illustrate: Able states very cau- 
tiously initiated old age assistance pro- 
grams prior to 1935. There was a real 
fear that a generous state might find it- 
self supporting the aged from far and 
near while at the same time, on this ac- 
count, taxable resources might leave the 
jurisdiction. Or consider highways: 
Pennsylvania’s highways are most im- 
portant to Pennsylvanians but they are 
also of great importance (yield a bene- 
fit) to the people and businesses of any 
number of states with which Pennsyl- 
vanians trade and communicate. Thus, 
if each state builds highways from its 
own resources, it will do so only to the 
extent that it sees a benefit to itself 
from building highways; but the 
United States may indeed get fewer 
highways than are really desired. In 
general, whenever the benefits of gov- 
ernment services are widely diffused, the 
smaller political subdivision acting in- 
dependently will, by considering only 
the benefits it could recapture versus the 
total costs, always decide to provide 


on 
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fewer services than would be provided 
if the costs of the service were drawn 
from the same broad area to which the 
benefits of the services actually go. 
Federal grants-in-aid, as well as the 
more general tendency to move from 
local to state to national support of 
many public services, is a process which 
tends to broaden the support for public 
services to the total area that reaps the 
benefit. 

With broader support such as federal 
grants provide, more services will be 
provided because a better basis for de- 
ciding the level of services is established. 
That is, the area of support is more 
nearly coincident with the area of bene- 
fit. Thus, there is a force at work 
which has promoted and will continue 
to promote coalitions of interested par- 
ties to achieve broader support for vari- 
ous government programs; but the in- 
terests are weak in each state, essentially 


in that they cannot and perhaps do not 
try to convince the people of the state 
to use their own resources for services 
which in large part benefit people of 


other states. But at the federal level, 
does the coalition seek a grant-in-aid be- 
cause it is too weak to get a federal pro- 
gram? Not necessarily so. Although 
it may be desirable to finance a service 
from a broad area, the service program 
itself may be best carried out at the 
state or local level within the frame- 
work of existing political subdivisions. 
Briefly, the interests working for broader 
support may at the same time reason- 
ably not seek highly centralized admin- 
istration. The grant-in-aid may well be 
the real first choice of the coalition, not 
a politically feasible but otherwise sec- 
ond-best answer to a problem in public 
finance.’ 


1This is not to say that a grant-in-aid program 
is always or in every respect superior to a complete 
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The second point stems from Profes- 
sor Monypenny’s comments such as 
these: ‘“‘ No major federal grant is based 
primarily on the equalization factor,” 
(p. 11); or: “Nevada, which ranks 
fifth in income (per capita) is second in 
federal aid received per capita,” and 
““ Among the states receiving the lowest 
level of federal aid per capita we find 
two low-income states, Virginia and 
South Carolina.” Thus, “ Some states 
presumptively well able to pay for their 
own activities receive large proportion- 
ate federal grants, and some states with 
low presumptive ability to pay receive 
low proportionate federal grants.” (pp. 
2 and 3) (An equalizing grant is one 
which gives relatively more to a state 
with low per capita income than to a 
state with high per capita income.) 
Furthermore, it is suggested that there 
is little actual equalization. It may be 
so, but. the basis for this conclusion 
seems to be the distribution of federal 
aid to the states. That is, the state 
which gets the most dollars of aid neces- 
sarily is most benefitted. However, 
there is more to it than following the 
dollars to the states; the benefits of the 
services bought with the money must 
be traced to beneficiaries and then to the 
several states in which the beneficiaries 
reside. It is at best uncertain just how 
the federal grant-in-aid programs dis- 
tribute benefits among people and areas, 
but only by coincidence would the 
benefits be distributed in the same way 
as the aid payments. V. O. Key illus- 
trated this argument when he reported 
the comment of a congressman who 
noted that the benefits of aided agri- 





federal program or other alternative arrangements. 
For a discussion of some limitations of the grant-in- 
aid financing, see my article in the American Journal 
of Economics and Sociology, of October, 1959, en- 
titled, “The Differential Impact of Grants-in-Aid 
upon the Industry of the States.” 
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cultural research would be the same 
over wide areas no matter where the 
project was located.? This same argu- 
ment would apply to any one of the 
major grant programs which now exists. 

But does not Professor Monypenny 
consider the relationships mentioned 
above when he tentatively presents his 
last explanation of grants-in-aid. He 
says, “Finally the difficulties which 
state and local governments face in 
raising revenue is often urged as a basis 
for increased federal assistance. The 
enormously wide variations in the ratio 
of resources to population among the 
states makes this absurd if it requires 
aid to all states on:a uniform basis. Ad- 
mitting the greater difficulty of tapping 
wealth in a smaller area than a large 
one, in dealing with a national system 
of production and distribution, most of 
the difficulties of the states in raising 
revenue are self imposed.” (p. 12) 
The difficulty faced by small areas in 
raising public revenue is recognized, but 
the explanation implicit in these com- 


2See V. O. Key, Jr., The Administration of Fed- 
eral Grants to States, Chicago Public Administration 
Service, 1937, p. 120. 
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ments is in terms of resources per capita. 
But this is precisely the point of differ- 
ence. The presence of resources within 
a state is a necessary but not a sufficient 
condition to make it possible for a state 
to tax the resources for public purposes. 
Even a state with an abundance of re- 
sources may find it very difficult to tap 
these resources, not because of self im- 
posed restraints but for two other rea- 
sons: 1. The taxable wealth in a rela- 
tively small area may in one way or an- 
other get beyond the legal reach of the 
tax authorities. The fear of such reac- 
tions by itself, is often sufficient to re- 
strict taxes and services. Now it’s here, 
but touch it and it disappears. 2. But 
even though taxes are collected and 
spent for services in a small area, the 
benefits of the services are likely to cross 
the boundaries of the small political area 
which pays for them. Surely in many 
cases there are ample opportunities to 
improve upon state and local tax ad- 
ministration, but the best of such im- 
provements would not much decrease 
the general tendency to seek broader fi- 
nancial support for many services. The 
grant-in-aid is one device which helps 
to achieve this objective. 
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From the President 


The New York Conference on Taxation held Labor Day week has just con- 
cluded. It was a tremendous success. Great credit is due to President Walter 
W. Walsh, my predecessor, and his appointees as Chairmen of the important 
Conference Committees . . . Hon. Joseph H. Murphy, Commissioner of Taxa- 
tion and Finance of the State of New York as Honorary Chairman and Hon. 
Nathan H. Mitchell, Deputy Commissioner, as Executive Chairman of the Local 
Arrangements Committee, and Dr. Chester B. Pond, Director of the Bureau of 
Research and Statistics of the New York Department, as Chairman of the Pro- 


gram Committee. 


As anticipated, both the technical program and entertainment were superior 
—in fact, they exceeded all expectation. Those that missed the New York 
Conference really missed one of the best gatherings in the history of the Associ- 
ation. 

Particularly notable were the speakers at the Tuesday and Wednesday 
luncheons. Governor Nelson A. Rockefeller of the State of New York spoke 
to a capacity audience on Tuesday as did Mayor Robert F. Wagner of the City 
of New York and Controller Arthur Levitt of the State of New York on 
Wednesday. 


At the business meeting on Thursday, in addition to my own election, there 
took place the reelection of Leo Mattersdorf of New York as Secretary and Lee 
P. Miller of Kentucky as Treasurer. Otis W. Livingston, Chairman of the 
South Carolina Tax Commission, was elected Vice President. Mr. Livingston 
has served N.T.A. in various prominent capacities in the past, including mem- 
bership on the Executive Committee. He completed a three year term on that 


committee just last year at the Houston Conference. The five new members of 
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the Executive Committee elected at New York are Harold M. Groves, Wiscon- 
sin; Joseph H. Murphy, New York; William D. Ross, Louisiana; Lawrence E. 
Thompson, Massachusetts, and John A. Vorderman, Texas. 

The Study Committees are active. President Walsh had added a new Com- 
mittee—one to determine Appropriate N.T.A. Research Projects, under the 
Chairmanship of Past President Stanley J. Bowers. The members are H. Ken- 
neth Allen, J. L. Reuther (both past presidents), Louis Schreiber and Lawrence 
E. Thompson, both members of the Executive Committee. This new Commit- 
tee will give thought and consideration to all possible subjects of study which 
will come to their attention. Members are invited to contact Stanley J. Bowers, 
Tax Commissioner, 1005 Ohio Departments Building, Columbus 15, Ohio, as to 
any suggestions or recommendations they may have. 

I invite all the members to bring to my attention any constructive criticism 
or to advance any ideas which they believe helpful to the Study Committees, 


publications or the general activities of National Tax Association. 


Paut E. ALYEA 
President 


From the Executive Director 


President Alyea has referred to some of the high points in a great confer- 
ence at New York. It was pleasant and stimulating for me to work with Presi- 
dent Walsh and Secretary Mattersdorf as well as Chairmen Murphy, Mitchell 
and Pond. 


Seattle Conference 


We are now looking forward to the year ahead. Interest in N.T.A., as evi- 
denced by new attendants and new memberships, as well as by the revival of 
some which had lapsed, is running high and it looks like a year of progress and 
success under the leadership of Professor Paul E. Alyea of the University of 
Alabama. 
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President Alyea informs me he is already considering his appointments for 
the chairmanships, and even some of the members, of the important Program 


and Local Arrangements Committee for the Seattle Conference in 1961. 


This Conference will be held Labor Day week, beginning Labor Day, Sep- 
tember 4, with a reception and concluding Friday, September 8, at noon. The 
headquarters hotel will be THE OLYMPIC. President Alyea and I have con- 
ferred with some of the Washington State people. We observed their great in- 
terest in the success of the meeting. Present at New York were Chairman 


William S. Schumacher of the Washington State Tax Commission and James R. 


Stanford, Secretary of the Commission. Other Washington State members who 


have attended recent conferences but were unable to be in New York, include 
Secretary of State Victor A. Myers, Edward J. Notske, Assistant Tax Commis- 
sioner of the Milwaukee Railroad (who is located in Seattle) and Arthur E. 
Becker, Tax Agent of Washington Water Power Company and recently a mem- 
ber of the N.T.A. Executive Committee. 


Secretary Stanford was given time by President Walsh at the opening ses- 
sion to tell of the attractiveness of Seattle, and particularly of the probable mild 


weather which prevails through Labor Day week. 


On September 15, I will leave Harrisburg to attend the Conference of the 
International Association of Assessing Officers at Denver, then go on for a few 
days of preliminary work in Seattle before returning to the Symposium of Tax 


Institute, Inc., in Chicago. 


New Executive Committee Members 


President Alyea has listed the officers for 1960/61 and the new members of 
the Executive Committee, all elected for three years. It certainly has been a 
pleasure to work with the gentlemen whose terms expired at the end of the 
Conference, namely, James C. Kenady, C. Ward Macy, Philip S. Robira and 
Ronald B. Welch. Lawrence E. Thompson completed a one-year term but was 
reelected to a three-year term. Since he is Editor of National Tax JOURNAL 


an excellent liaison is established by his continuance. 
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Membership 


It is gratifying to report some valuable new memberships were obtained 


at New York and that some others will result from the Conference. 


PLEASE USE THE ATTACHED CARD. 


WaLTER J. Kress 
Executive Director 
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